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General information on CEE countries 

  
Area 

(km2) 

Population 
GDP 

(km2)  

GDP per capita  

thous. persons per km2 
by nominal 

exchange rates 

by purchasing 

power parity 

Bulgaria 110,879 7,564 68 36,034 4,700 10,600 

Czech Republic 78,867 10,507 133 145,049 13,800 19,500 

Estonia 45,227 1,340 30 14,501 10,800 15,900 

Lithuania 65,300 3,329 51 27,410 8,300 14,200 

Latvia 64,559 2,248 35 17,970 8,000 12,600 

Poland 312,685 38,167 122 353,667 9,300 15,200 

Romania 238,391 21,462 90 121,942 5,700 11,000 

Slovakia 49,035 5,425 111 65,906 12,100 18,100 

Slovenia 20,273 2,047 101 35,974 17,600 21,200 

Hungary 93,028 10,014 108 98,446 9,800 15,700 

source: Eurostat 

 
 
Gross domestic product growth rate (in %; seasonally adjusted)  

 2010 2011 2010 2011 

 2010 Q2 2009 Q3 2009 Q4 2010 Q1 2010 Q2 2009 Q3 2009 Q4 2010 Q1 

 q/q y/y 

Bulgaria 1.7 0.7 0.5 0.6 -0.4 0.0 3.8 3.4 

Czech Republic 0.6 0.8 0.5 0.9 2.3 2.6 2.7 2.8 

Estonia 2.2 1.2 2.5 2.4 3.1 5.4 6.8 8.6 

Lithuania 1.0 0.3 1.8 3.5 1.2 1.6 4.6 6.8 

Latvia 0.4 1.5 0.9 0.3 -2.8 2.6 3.5 3.2 

Poland 1.1 1.2 0.8 1.0 3.6 4.6 3.9 4.3 

Romania 0.2 -0.7 0.1 0.7 -0.5 -2.1 -0.6 0.3 

Slovakia 0.8 0.9 0.9 1.0 4.3 3.9 3.4 3.6 

Slovenia 0.9 0.3 0.5 0.3 1.3 1.4 1.9 2.1 

Hungary 0.1 0.8 0.5 0.7 0.5 2.3 2.6 2.2 

source: Eurostat 
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Executive summary  

The economies of Central and Eastern Europe (CEE) entered the path of recovery in 2010, stimulated by external 

demand. As a result of steadily accelerating exports, the CEE economies significantly rebounded. GDP in the region 

climbed up to 2.3% and 3.4% respectively in 2010 and 2011 Q1.   

Exports growth contributed to the increase in inventories (category with statistically the largest positive impact on 

economic growth) and expenditure on machinery and equipment in export -oriented enterprises, where capacity 

utilisation grew the most.  An increase in a number of foreign orders helped gradually stabilise the labour market 

situation ï principally due to halting the d ownward trend in the employment in the manufacturing sector. Consequently, 

2010 saw exports soar up to win an all -time high share in regional GDP (57.5%), though, its impact then was not strong 

enough to stimulate domestic demand. Wage growth stood at a very lo w level. Lending to private sector remained very 

weak and decline in the construction sector persisted in some countries. Fiscal consolidation, undertaken by ever more 

countries in the region, also had a dampening impact on demand. Additionally, in effect of a flagging domestic demand, 

growth was lower in imports than in exports (the real growth in imports surpassed that in exports only in two countries, 

i.e. in Poland and in Lithuania,).  

However, the growth in the CEE exports was lower than in other major regions, which reflects a declining CEE share in 

global exports. This happened for the first time since 1999 (when the exports in the region declined in the aftermath of 

the Russian crisis). Most recently, however, the CEE share in the global exports has pursued a steady growth, to attain 

4.0% in 2009, according to WTO data.  In effect of the exports from CEE rising less than global exports in 2010 this 

share ebbed down to 3.9%.  

A lower growth in the CEE exports vis-a-vis other regions may be explained by a lower growth in demand in the major 

export markets, i.e. EU-15 states. Demand in EU-15 grew below the average global level (this being primarily 

attributable to the aggravation of debt crisis). Besides, it predominantly reflected the demand of the export sector (due 

to a relatively buoyant economic growth in non -European countries). Given the character of economic links between EU-

15 and CEE countries, which to a large extent link mother companies with branches of corporations situated in CEE, 

export recovery in CEE concentrated in intermediate goods. Meanwhile, exports grew at a slower pace in consumer and 

capital goods.  

High growth in intermediate goods occurred particularly in exports to Germany. A strong recovery sent the value of 

exports in this category above the level of 2008. It means that  corporate links were re-instated in this case. Strongly 

export-oriented German economy, especially onto the strong growing markets, i.e. to emerging Asia, is the main link 

between CEE and global economy. Global recovery also stimulated the reconstruction of trade in intermediate goods 

between CEE countries. CEE-intra trade amounts for nearly 20% of their total foreign trade turnover.   
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COUNTRIES OF CENTRAL AND EASTERN EUROPE 

 Foreign trade boosts economic activit y in CEE 

countries  

 Labour market in stagnation  

 Inflation grows, stimulated by supply factors  

 Further fall in the ULC  

 Decliining of external imbalances  

 The CEE currencies exchange rates fluctuate, as 

debt crisis escalates in the euro area  

 Varying monetary policies  

 Further fiscal  consolidation  

 Growth to accelerate in 2011 and 2012  

Economic growth  

CEE countries have been recovering since the beginning of 

2010. GDP growth gained momentum by each consecutive 

quarter. GDP for the region rose by 2.3% and 3.4%, 

respectively in 2010 and 2011 Q1.  

The pace of economic recovery in the region was, however, 

diverse. Economies which followed the path of relatively 

balanced growth in the pre-crisis period reached the highest 

economic growth rates in 2010. Accordingly, they could 

earlier resume a path of economic recovery. The highest 

GDP growth in 2010 was observed in Slovakia (4.0%) and 

Poland (3.8%). Meanwhile, the efforts undertaken for fiscal 

consolidation negatively affected economic recovery in the 

Czech Republic. Positive growth occurred also in most 

countries which even prior to the outbreak of the global 

crisis had come through acute internal problems, i.e. in 

Estonia, Slovenia, Lithuania, Hungary and Bulgaria. Just the 

opposite situation prevails in those countries which persist in 

their struggle with serious internal and external imbalances.  

GDP in the CEE region in 2010 shrank only in Latvia ( -0.6%) 

and Romania (-1.3%).   

In 2011 Q1 for the first time since 2008 the average annual 

GDP growth was positive in all 10 countries, to amount to 

3.4% for the entire region.  It was the highest in Estonia 

(8.6%) and Lithuania (6.8%) 1, and the lowest, albeit 

already positive in Romania (0.3%).  

Regional economic activity was primarily boosted by 

external demand and inventories rebuilding. Domestic 

demand ï most specifically private consumption ï had also 

had a rising impact on the growth.  

Rebound in foreign trade, following the severe decline at the 

turn of 2008 and 2009, became the driving force of an 

economic recovery in the Central and Eastern Europe both 

in 2010 and in 2011 Q1. The value of regional exports 

resumed its pre-crisis levels already in 2010 Q2, whereas 

GDP reached that level in 2011 Q1. The lag occurred due to 

                                                 
1 Baltic states, most specifically Estonia and Lithuania showed a 
large boost in annual GDP growth both in 2010 and in 2010 Q1, 
which resulted primarily from a very low base effect in 2009.  

a considerably slower rate of growth of domestic demand, 

especially in fixed capital formation in the region.   

Already at the beginning of 2010 the CEE countries showed 

a rapid exports expansion, as trade accelerated within the 

regional and global production networks. The increase in 

exports of consumer goods was partially due to fiscal 

stimulation programmes in EU-15 states (especially new car 

subsidies) as well as to the shift in the imports structure 

towards cheaper products from the CEE region. These 

tendencies resulted in a prompt (in most countries, two -

digit) increase in exports in 2010.  

As of 2010 Q2 a rapid growth in exports has coincided with 

equally fast, at times even faster, growth in imports. Those 

tendencies were related on the one hand to growing 

demand of export-oriented sector and the rebuilding of 

inventories (primarily reflected in the growing import of 

intermediate goods), and on the other hand with the 

intensifying domestic demand. Accordingly, both the imports 

and the exports rose at a similar pace in 2010, thereby 

limiting the positive impact of net exports to GDP growth.   

In 2011 Q2 as a result of further strong external demand, in 

particular in rapidly developing German and emerging Asian 

economies, export continued to grow rapidly, whereas 

growth in imports lost some of its momentum.  Therefore, 

net exports expanded its contribution to annual GDP growth 

to 1.0 pp.  

Table 1.1 
GDP and its components (in % y/y)  

 2009 2010 Q3 2010 Q4 2010 Q1 2011 

GDP -3.4  2.8  2.9  3.0  3.5  

Private consumption -3.5 1.2 1.7 1.5 1.8 

Public consumption 1.3 1.2 1.6 1.7 -0.3 

Fixed capital formation -11.7 -2.6 -3.1 0.0 3.2 

Exports -10.3 14.5 13.5 13.3 14.4 

Imports -16.3 14.4 12.9 13.7 12.7 

source: Eurostat 

2010 saw inventories accumulation across the region, 

following a strong decline, especially visible at the turn of 

2008 and 2009. In terms of the entire region, the change in 

inventories contributed 2.6 pp. to GDP growth, i.e. made the 

highest contribution among all the categories of national 

accounts. In 2011 Q1 the growth in inventories slowed 

down considerably to reach only 0.6 pp. In other words, the 

process of their rebuilding in the CEE countries appears to 

come to an end.  

GDP growth recorded a positive contribution in 2010, also 

from consumption, both private and public. Private 

consumption in quarter-to-quarter terms rose in each 

quarter of 2010 and in 2011 Q1. Most of positive growth in 

private consumption in 2010 stemmed from its significant 

growth in Poland (by 3.0% y/y). Aside from Poland, 

household spending edged up only in the Czech Republic 

and Slovenia, while in other countries of the region they 
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decreased compared with 2009. In 2011 Q1 regional growth 

in private consumption rose to 1.8% y/y.  Poland was joined 

by the Baltic states, where private consumption grew at 3.6-

5.5% y/y 2. In turn, in the Czech Republic, Romania, 

Slovakia and Hungary, household consumption expenditure 

declined in 2011 Q1 when compared to the end of 2010.  

A growth in consumption in the region was additionally 

inhibited by a very slow improvement on the labour markets 

of the CEE countries. Bank lending also proceeded very 

slowly (in the Baltic countries and Hungary, both in 2010 

and in 2011 Q1 loans to the private sector continued to 

decrease). In addition, the countries of the region entered a 

process of fiscal consolidation, which further inhibited the 

growth in household income3.  

Fiscal tightening most specifically impacted public 

consumption. Even though throughout the region, both in 

2010 and in 2011 Q1, its annual growth rate was positive, it 

primarily reflected strong growth in public consumption in 

Poland.  

Fiscal tightening was particularly evident in countries that in 

previous years had received financial assistance from 

international institutions under the auspices of the IMF and 

the EU (Hungary, Latvia, Romania). These countries 

committed themselves to reducing the budget deficit, both 

via reduction in expenditure and increase in tax revenues. 

This significantly contained domestic demand, especially 

consumption, in these countries 

In 2010 Q4, following 7 consecutive quarters of decline, 

expenditure on fixed investments in the region  showed an 

increase. The growth consolidated in 2011 Q1 to spread 

across the region. It resulted from an increase in capacity 

utilization in mainly export -oriented enterprises. An increase 

in expenditure on machinery and equipment coincided with 

a decline in construction investment. Low commercial credit 

growth also hampered new investment.  

As external demand substantially increased and the process 

of rebuilding inventories continued, it fuelled a strong 

increase in industrial activity in the CEE countries. Industrial 

output rose in 2010 in all countries of the region. It mainly 

affected the production of transport  vehicles, machinery and 

equipment as well as durable consumer goods, i.e. 

production increased the most in export-oriented sectors. 

From the beginning of 2011 the process slowed down 

somewhat, but persistently high demand from rapidly 

                                                 
2 Very slow consumer demand recovery was reflected in retail trade 
data. Both in 2010 and in the first four months of 2011 retail sales in 
the region grew very slowly, whilst in Latvia, Romania and Hungary 
it continued its downward trend. Only in Poland, Estonia and 
Lithuania did it show a clear increase.  
3 Following a period of growth in the first half of 2010 indicators of 
consumer confidence in the CEE countries resumed a path of decline 
in the second half of 2010 and in early 2011. Consumer optimism 
declined, primarily in the aftermath of the deteriorating assessment 
of the current and prospective financial situation of households in 
the context of rising inflation and the continuing stagnation in the 
labour market. 

developing major euro area economies, especially Germany, 

continued to stimulate growth in indust rial production4. 

Labour market  

Labour markets in the CEE countries neither in 2010 nor in 

2011 Q1 showed signs of significant improvement. 

Harmonised unemployment rate has remained near its 

highest level in recent years. It even increased in 

comparison with the end of 2009 in Bulgaria, Romania, 

Slovenia and Hungary. Unemployment markedly declined in 

2010 only in Estonia and Latvia, remaining however at the 

highest levels in the region.  

Data on employment in the region also imply a stagnation in 

the labour market in 2010. The number of employees in the 

whole group of the CEE countries increased only slightly last 

year (0.2%).  Bulgaria, the Czech Republic, Slovenia and 

Lithuania reported further reduction in employment.  Despite 

the increase in industrial activity, employment in this sector 

declined in 2010, similarly as the employment in agriculture, 

while a growth occurred in the service sector 

Inflation and labour costs  

Rising energy and food prices were the main driving force 

behind inflation growth in the CEE countries in the second 

half of 2010 and first half of 2011. In July 2010, the annual 

HICP inflation in the region amounted to 2.5%, to climb to 

4.6% in May 2011. Although similar trends prevailed among 

the CEE countries, the level of inflation in individual 

countries varied widely. The lowest growth in consumer 

prices in May 2011 could be observed in the Czech Republic 

(2.0%), the highest in Romania (8.5%).  

Food prices decisively impacted inflation in the region and 

fuelled its growth.  Between July 2010 and May 2011, their 

contribution to the annual HICP growth rate increased by 

1.5 pp., and its gradual increase could be observed 

throughout this period.  In the second half of 2010 a growth 

in energy prices also gained a considerable momentum. 

However, they started to stabilize at the beginning of 2011. 

On the other hand, core inflation, which remained low 

through 2010, started to slowly growth in the first half of 

2011. This hike resulted from increases in rates of indirect 

taxes in early 2011 and a spill-over of high food and energy 

prices to other groups of goods and services. Meanwhile, 

demand pressure remained low, due to persistent negative 

impact of labour market conditions.   

Following a strong decline in 2009, average wage in most of 

the CEE region entered a rising path in 2010. This trend 

persisted in 2011 Q1.5 The increase in nominal wages was 

not high and for the whole region it was lower than the rate 

                                                 
4 The increase in external demand, particularly the growing number 
of foreign orders has encouraged a significant improvement in 
sentiment among manufacturers in 2010. Its level was maintained 
during the first months of 2011 r  
 
5 The average wage in the economy decreased in 2011 Q1 
(annualized) only in Estonia and Romania. 
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of inflation. which means that in real terms wages in the 

region in 2010 and 2011 Q1 slid further down.  

Economic recovery at the turn of 2010 and 2011, coupled 

with continuing unfavourable situation in the labour 

markets, contributed to further decrease in  unit labour costs 

growth (ULC). Although in the second half of 2010 nominal 

wages in CEE countries slowly began to rise, their increase 

was not as significant as the increase in labour productivity 

in this period. 

Balance of payments  

Following a very rapid decrease in the current account 

deficits in the CEE countries, in some of them, including t he 

Baltic countries and Hungary, even a large surplus being 

posted, this process definitely slowed down in 2010. The 

current account deficit across the region decreased in 2010 

to 1.7% of GDP (compared with 2.1% of GDP in 2009), 

which resulted from its decline in Bulgaria, Romania and 

Hungary. In other countries, current accounts balances 

deteriorated last year. In 2011 Q1 the current account 

deficit further declined in most countries (except Poland and 

the Baltic states). Both in 2010 and in 2011 Q1 this 

improvement resulted primarily from a decrease in the 

goods account deficit.  

As with the current account balance in 2010, the trade 

balance improved only in Bulgaria, Hungary and the Baltic 

states. In other countries in 2010 a marked boost in imports 

translated into a lower balance of trade in goods and 

services. In 2011 Q1 foreign trade balance increased further 

in the Czech Republic and Slovakia, which resulted in a 

further decline in the deficit in goods and services account.  

Since the beginning of 2010 a trend has been reversed in 

the income account. Higher corporate profits, as well as the 

increasing involvement of foreign investors in debt 

instruments of the CEE countries, resulted in a greater 

outflow of income from foreign investments, which 

increased the deficit in this account.   

2010 and 2011 Q1 also saw a persistent decline in foreign 

capital inflow to the CEE markets. This trend affected the 

other investment account. Inflow of foreign loans and 

credits continued to wane, additionally the residents  of the 

CEE countries has been gradually moving their savings to 

financial institutions outside the region.  Meanwhile the 

inflow of FDIs and portfolio investment intensified.  The 

inflow of portfolio investment, which reached historically 

high levels in the largest economies of the region (Poland, 

the Czech Republic, and also Slovenia) in late 2009 and 

2010, clearly weakened in the second half of 2010 and 2011 

Q1. 

Exchange rates and interest rates  

Following a depreciation of the currencies of the region in 

2010 Q4 (debt crisis in peripheral countries of the euro area 

intensified the risk in financial market s), in 2011 Q1 they 

appreciated. Only Polish zloty continued to depreciate 

against the euro, because of the negative assessment of 

changes in the public finance in Poland. 

As a result of increased concern about the sovereign debt 

crisis in Greece, in May 2011 the risk aversion returned with 

even greater impact to the world's financial markets.  

Investors withdrew from euro -denominated assets and the 

European currency weakened against the major currencies 

of the world.  This process took on even greater intensity on 

the currency markets of the CEE countries. This resulted in a 

weakening of the currencies of the region (with the 

exception of the Czech crown) against the euro, and even 

more against the U.S. dollar and Swiss franc in May and 

June 2011. 

The speculations concerning devaluation of the Baltic states 

currencies, especially the Latvian lat, ended in 2010. These 

countries managed to increase their global competitiveness 

through the so-called ñinternal devaluationò, i.e. depreciation 

of the real exchange rate via an decrease in inflation and 

labour costs. However, due to a rapid rise in inflation in the 

Baltic states as of mid-2010, the real effective currency rate 

in those countries began to strengthen again.  

In 2010 and the first half of 2011 the countries of the region 

which adopted a direct inflation targeting diversified their 

monetary policy stance. In Poland and Hungary, in response 

to rapidly rising inflation, central banks opted for a series of 

interest rate hikes. The National Bank of Hungary at the 

turn of 2010 and 2011, raised its policy rate three times (a 

total of 75 bps), while the National Bank of Poland between 

January and June 2011 did so four times (a total of 100 

bps). The Czech National Bank did not decide in that period 

to change interest rates, which remain at a record low 

(0.75%).  Those decisions were explained by the need to 

support weak economic growth, especially in view of 

tightening fiscal policy. Inflation forecast for  the Czech 

Republic indicated it should not significantly deviate from 

the target in the forthcoming quarters (less than 2% y/y).  

Fiscal policy  

The level of fiscal imbalance in the CEE countries in 2010 

remained high and reached the average level of 6.1% of 

GDP (except Estonia6) as compared to 7.1% of GDP in 

2009. In half of the CEE countries the deficit outturn was 

lower7 than forecasted in their individual 

Convergence/Stability Programmes (Update 2010), 

thanks to gradual improvement on the revenue side, 

maintenance of spending discipline and the 

implementation of additional consolidation measures 

during the year (the Czech Republic, Slovenia). The fiscal 

target for 2010 was exceeded in Bulgaria (3.2 pp.), 

Slovakia (2.4 pp. of GDP), Poland (by 1.0 pp. of GDP), 

                                                 
6 Estonia was the only EU state with a general government 
surplus in 2010. It amounted to 0.1% of GDP against the budget 
deficit at 1.7% of GDP in 2009.  
7 In Estonia by 2.3 pp. of the GDP (i.a. due to the sale of CO2 
emission rights), in Lithuania and Latvia, respectively by: 1.0 
and 0.8 pp. of the GDP, in the Czech Republic 0.6 pp. of the 
GDP, and in Slovenia by 0.1 pp. of the GDP. 
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Hungary (0.4. pp. of GDP) and Romania (by 0.1 pp. of 

GDP).  

In 2011 further reduction of general government deficit 

in the countries of the region will be continued. 

Compared to 2010, it is forecasted to decrease on 

average by 2.1 pp. of GDP (excluding Estonia). A 

substantial adjustment is anticipated in Hungary (about 6 

pp. of GDP), most of which will stem from one -off 

measures. This year funded pension funds shall transfer 

to the government assets (ca. 10% of GDP) for persons 

who have opted to discontinue their membership. The 

planned magnitude of the budget deficit  reduction in 

2011 will be significant also in Latvia (3.2 pp. of GDP), 

Slovakia (3.0 pp. of GDP) and Poland (2.3 pp. of GDP), 

with the two latter coun tries having commenced the 

process of fiscal consolidation only this year. Despite the 

continuation of the adjustment measures a the general 

government deficit in Slovenia will ebb down marginally 

this year (0.1 pp . of GDP), as a result of the government 

decision to recapitalize one of Slovenian commercial 

banks (0.7% of GDP). 

The deadline for reducing budget deficit below the 

reference value (3% of GDP) imposed under excessive 

deficit procedure (EDP) is 2011 for Hungary and Bulgaria, 

2012 for Poland, Romania and the Baltic states (except 

Estonia) and 2013 for the Czech Republic, Slovakia and 

Slovenia. The consolidation measures planned by the CEE 

countries for the upcoming years are concentrated 

mainly on the expenditure side. They concern, i.a., 

rationalization of public sector employment, social 

transfers review and keeping wages in public 

administration or pension benefits frozen (e.g. Bulgaria, 

the Czech Republic, Latvia, Slovenia). The general 

government balance will also improve from the 

anticipated economic recovery. Achievement of fiscal 

targets enshrined in the Convergence/Stability 

Programmes is burdened with risk associated with 

adoption of the planned measures (parliamentary 

elections, lack of details concerning proposed changes), 

or the optimisti c macroeconomic assumptions (according 

to EC's assessment this applies to the Czech Republic, 

Slovakia and Slovenia). 

In order to support the consolidation of public finances, 

the countries of the region intend to strengthen the 

institutional framework of the general government, 

through, inter alia, the introduction of fiscal rules (mainly 

expenditure and public debt limits) or the appointment of 

independent fiscal councils (Bulgaria, Czech Republic, 

Slovakia)8. 

With the projected improvement of economic si tuation, 

ongoing consolidation activities, and the assumption of 

lack of support to the banking system, public debt in the 

coming years will grow at a slower pace, whilst in Poland, 

                                                 
8 Since 2010, the budget councils have operated in Romania and 
Slovenia, and since the end of 2008 in Hungary (in 2010 the 
rules concerning appointing its members were amended, and a 
separate analytical office was dissolved). 

Lithuania, Romania and Hungary it will decrease 

compared to 2011. Only in Hungary public debt  is to  

exceed its reference value (60% of GDP). 

Forecasts  

According to the European Commission (EC) Spring 2011 

forecasts, economic recovery observed in the CEE countries 

in 2010 and 2011 Q1 will continue in the coming quarters. 

GDP growth in 2011 should be positive in all countries of the 

region, possibly exceeding 4% y/y in Poland, Estonia and 

Lithuania. In almost all economies in the region the GDP 

growth rate is going to be higher than in 2010, only in the 

Czech Republic and Slovakia it can decrease due to the 

effects of fiscal consolidation. The average GDP growth for 

the entire region in 2011 is expected to amount to 3.2%. In 

2012, the EC anticipates a further acceleration of economic 

growth in the region to 3.6%.  Though GDP growth may ebb 

down slightly in Poland, Estonia and Lithuania, i.e. the 

fastest growing economies in 2011, it should increase in all 

other countries across the region. 

Compared with the Autumn 2010 forecasts, the EC raised its 

expectations for the region, primarily due to steadily sound 

shape of the euro area economy, especially Germany, which 

allows to maintain a relatively high growth of exports in the 

CEE countries.  

The forecast improvement in economic recovery will 

coincide with the changes in the structure of economic 

growth. The contribution of domestic demand will increase, 

while that of net exports and changes in inventories will be 

declining.  

The Commission anticipates domestic demand should 

recover already in 2011. Both private consumption and 

capital formation should increase across the region. Private 

consumption is to grow in 2011 amidst a moderate pace of 

improvement in the labour market.  The unemployment rate 

is going to drop slightly, and employment in the region's 

economies grow, but with the exc eption of the Baltic states, 

this should not be a big change. The recovery in private 

consumption is to be continued also in 2012, when the 

labour market is also anticipated to improve faster.  

According to the latest EC forecasts,  public consumption, in 

turn, should drop in 2011, due to restrictions on public 

spending. It is expected that the process of fiscal 

consolidation may slow down in 2012, which will translate in 

the increase in consumer spending of the public sector in 

most of the region.  

Fixed capital formation  is also projected to accelerate in 

2011, partially due to a low base effect from 2010 (this is 

particularly evident in the Baltic states).  In 2012, the high 

rate of investment should be continued.  Growth in fixed 

capital formation is going to bear upon both the investment 

in buildings and investment in machinery and equipment.  

Expected growth of exports and imports in the coming years 

should continue to be relatively high, but considerably lower 

than that observed in 2010, as a result of the  forecasted 
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slowdown in world trade.  In turn, a growth in domestic 

demand in the CEE countries is supposed to trigger imports. 

The latter should develop at the same pace as exports, 

which in turn will have a dampening impact on the 

contribution of net expo rts to GDP growth in 2011 and 2012 

in most of the region (with the exception of the Czech 

Republic and Slovakia).  

Strong impact of rising energy and food prices on inflation 

growth, observed in the first half of 2011, should expire in 

2012. It  will be ref lected in a decline in HICP growth in the 

region. An additional factor in lowering inflation in the region 

will be the fading away of base effects, which stemmed 

from increases in indirect taxes and administered prices in 

many countries of the region at th e beginning of 2011. On 

the other hand, as the situation on the labour market 

improves, the demand pressure intensifies, which may fuel 

the rise in core inflation.  

Deteriorating foreign trade balance along with the increasing 

income account deficit are likely to be major factors in the 

current account deficit widening (or  reducing the surplus in 

the Baltic states) in 2011 and 2012. According to the 

European Commission in 2012, all countries of the region 

will show the current account deficit.  Opposite trends will 

only occur in the Czech Republic and Slovakia,  where the 

current account deficits are to slightly decrease in the 

upcoming years due to the expected increase in the foreign 

trade surpluses. 
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GDP growth rates (in %, y/y)  

 

Contribution to GDP growth in CEE countries (in pp, y/y) 

 
HICP and its components (in %, y/y)  

 

HICP (in %, y/y)  

 
Current account and its components (in % of GDP, 4-quarter moving 

average) 

 

Financial account balance and its components (in % of GDP, 4-quarter 
moving average) 

 
Unemployment rate (%)  

 

General government deficit (in % of GDP) 

 
Source: Eurostat, CSOs
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 BULGARIA  

 

Economic growth  

In the second half of 2010, Bulgaria's economy began to 

gradually recover from the 2009 recession. Rapid GDP 

growth in 2010 Q4 resulted in a positive (0.3%) growth 

rate in the whole 2010. Economic growth in 2011 Q1 

points to a continuation of the recovery . GDP growth, as 

in 2010,  was predominantly based on net exports as a 

result of both a high growth in exports and a subdued 

growth in imports.  In early 2011, domestic demand - 

investment expenditures and private consumption - also 

positively contributed to GDP growth. In the case of 

investment expenditures it was the first positive 

contribution to growth after nearly two years of 

investments contraction.  

Table 2.1 

Contribution to GDP growth (in %, y/y)  

 2009 2010 Q3 2010 Q4 2010 Q1 2011 

GDP -5.5  0.1  0.0  3.8  3.4  

Private consumption -7.5 -1.3 -0.7 0.8 0.7 

Public consumption -6.5 -1.0 -2.8 0.2 -2.3 

Fixed capital formation -17.6 -16.5 -21.2 -1.0 1.6 

Exports -11.2 16.2 27.6 15.1 20.1 

Imports -21.0 4.5 5.3 10.7 8.6 

source: Eurostat 

The subsequent quarters of 2010 reduced the scale of 

decline in private consumption. Over 2010, private 

consumption in Bulgaria was decreasing as compared to 

2009. Nevertheless, already in 2010 Q4, it edged up 

slightly, which was upheld in 2011 Q1. The biggest 

increases in consumption expenditures were recorded in 

the case of food, while the deepest decline affected 

spending on maintenance and households equipment. 

The main causes behind consumption sluggish growth 

were a further growth in the savings rate (including 

precautionary savings) and high unemployment.  

The persistent weakness in private consumption fed into 

a relatively low growth rate of imports. Which, combined 

with a high exports growt h rate, resulted in a large 

positive contribution of net exports to GDP growth. The 

strong increase in exports reflected primarily a rebuilding 

of intermediate goods trade, stemming from an 

improving economic situation of Bulgaria's major trading  

partners, namely Germany and Turkey.  

At the beginning of 2011, for the first time in 9 quarters , 

investments increased. The largest increase in 

investment spending took place in manufacturing, where 

a rapid growth in exports contributed to increas es in 

capacity utilization. Investment growth was also fuelled 

by some recovery on the corporate credit market.  

In 2011 Q1, as in the previous year, a restrictive fiscal 

policy had a negative impact on GDP growth.    

Data on retail sales, which were falling until the end o f 

2010, seem to confirm a significant share of the base 

effect in private consumption growth recorded in 2010 

Q4. In 2011 Q1, thanks to a buoyant growth in the sales 

of textiles and fuels, retail  sales increased by 2% q/q, 

even though annual growth dynamics remained negative. 

The continuing negative sales annual growth rate was 

mainly due to persistent declines in the sales of audio-

visual equipment, computers and other household 

equipment. After marked increases in the second half of 

2010 consumer confidence indicators have fallen back in 

2011 Q1 to levels observed at the turn of 2010 Q3 and 

2010 Q4. While consumer sentiment indicator 

deteriorated, the unemployment rate rose temporarily at 

the beginning of 2011.  

Industrial output, dependent to a large extend on 

external demand, appeared to exhibit a growth trend in 

2010. It grew most markedly in petrochemical, paper, 

chemical and automotive industries. Business confidence 

rose in 2010 to stabilise in 2011 Q1; it improved in most 

sectors except for services.  

Labour market  

High unemployment rate was one of the main reasons 

behind the decline in private consumption; in 2010, it 

rose from 8.8% to 11.4%. It was only in 2011 Q1 that 

the unemployment rate stabilised, reflecting mainly the 

waning of negative seasonal factors from 2010 Q4. No 

improvement should be anticipated on the Bulgarian 

labour market soon, which still suffers significant declines 

in employment (by 4.4% y/y in 2010 Q4)  - deepest in the 

whole CEE region. In addition, a significant share of long-

term unemployment and a relatively inflexible labour 

markets make the discouraged worker effect very likely. 

A marked unemployment growth and negative growth of 

employment contributed to the decline in unit labour 

costs throughout  2010 and early this year. Nominal 

wages declined during this period, i.a. in the processing 

industry, which contributed to its competitiveness. Wages 

grew only in the public sector, education, healthcare, 

financial services and credit services.  

Inflation and labour costs  

In 2011 Q1 HICP resumed the rise initiated in 2010 and 

stabilized at 4.6% in March. Food and energy prices 

contributed the most to inflation growth b oth in 2010 and 

2011. Nonetheless last year, in addition to these external 

factors, a significant contribution came from internal 

factors such as increases in excise duties on tobacco 

products and increases in some administered prices. 

However, core inflation, reflecting i.a. the weakness of 

domestic demand and a decline in unit labour costs, had 

no significant effect on the leading inflation index during 

this period. Data for April and May indicate a decline in 
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inflation, however most of it stemmed from the waning 

effect of the April 2010 excise duty rises. 

Table 2.2 

HICP and its components (in %, y/y)  

 
Q2 

2010 
Q3 

2010 
Q4 

2010 
Q1 

2011 
maj-
11 

HICP  2.8  3.3  4.0  4.5  3.4  

Contribution to HICP growth rate (in pp)  

Food and beverages -0.6 0.0 0.9 1.2 1.9 

Transport  1.2 1.1 1.1 1.5 1.2 

Health  0.2 0.1 0.0 0.2 0.2 

Housing -0.1 0.2 0.4 0.3 0.2 

Other 0.5 0.3 0.3 0.3 0.1 

source: Eurostat 

Balance of payments  

In 2011 Q1 for the first time since the beginning of the 

publication of the balance of payments in 1998, Bulgaria 

has achieved a positive balance on the current account.  

This was attributable to a significant surplus in the trade 

balance; as in the previous quarters, it reflected such 

factors as: a strong demand from Bulgariaôs major 

trading partners, increased competitiveness and a 

relatively weak domestic demand. Neither the increase in 

the income account deficit or the dec line in the surplus of 

current transfers (due to a lower inflow of transfers from 

the European Union) prevented the current account form 

improving  

Early 2011 saw an outflow of foreign capital from 

Bulgaria. In addition to a decline in portfolio investment  

and other investment (related to a decline in deposits 

and repayment of foreign loans by banks),  a net outflow 

of direct investments was recorded. It was caused i.a. by 

a further withdrawal of investment from real estate 

services and the energy sector.  

Table 2.3 

Balance of payments, net balance (in % of GDP, 4q moving 

average) 

 
Q1 

2010 

Q2 

2010 

Q3 

2010 

Q4 

2010 

Q1 

2011 

Current account  -6.9  -4.4  -1.2  -1.0  1.1  

Goods -10.3 -8.9 -6.7 -6.7 -4.9 

Services 3.9 4.4 5.2 5.3 5.5 

Income -3.7 -3.3 -3.8 -3.9 -3.6 

Current transfers 3.2 3.6 4.1 4.3 4.1 

Capital account  1.0  0.4  0.7  0.4  0.2  

Financial account  3.9  4.0  1.2  1.1  -0.1  

FDIs 5.4 5.4 5.5 4.0 3.7 

Portfolio investments -0.6 -1.2 -1.4 -1.8 -1.9 

Other investments  -2.0 -2.8 -2.9 -2.1 -2.5 

source: Eurostat 

Inter est rates  

Nominal interest rates on the Bulgarian interbank market 

stabilised in 2011 Q1 ï the 3-m SOFIBID did not exceed 

2.12%. Additionally, despite increases in interest rates in 

the euro area, April saw a further decline of the 3 -m 

SOFIBID below 2%, which reflects a growing liquidity of 

the Bulgarian financial system. 

Fiscal policy  

General government deficit in Bulgaria in 2010 stood at 

3.2% of GDP, lower than anticipated in the amendment 

to the Budget Act (3.8% of GDP). According to the latest 

update of the Convergence Programme, it is to be limited 

in 2011 to 2.5% of GDP against 2.7% projected by the 

European Commission. This will be achieved, i.a. by 

assumed improvement in the economic situation, 

measures aimed at improvement in tax collection and 

raising pension contributions by 1.8 pp.9, while 

maintaining a freeze of state budget current and capital 

expenditure (including wages in public administration) 

and pension benefits.  According to the European 

Commission, these actions suffice to reduce the fiscal 

imbalance below 3% of GDP this year, i.e. in accordance 

with the deadline imposed under the excessive deficit 

procedure, although at a slower pace than recommended 

by the Council of the European Union (Ĳ% of GDP).  

In 2012, the general government deficit in Bulgaria is to 

decrease by 1.0 pp of GDP, and in the next two years by 

0.5% of GDP each year. Further reduction is assumed in 

the growth rate of budget expenditures (including 

extension of freezing wages and pensions by 2013, but 

no details of the proposed measures have been revealed 

yet.)10 The government does not plan significant changes 

in the tax system (except excise duty). Bulgarian 

authorities have pledged to strive to achieve the 

medium-term budgetary objective at the level of -0.6% 

of GDP in 2014, i.e. below the minimum target of -1Ĳ% 

of GDP, as required by the Stability and Growth Pact.11   

Fiscal consolidation in Bulgaria should be supported by 

the adoption of the Financial Stability Pact (PSF), 

approved at the end of June 2011. It provides for the 

introduction of fiscal rules constraining the general 

government:  deficit (not more than 2% of GDP) and 

expenditure (not more than 40% of GDP). Furthermore, 

changes in direct tax rates will be enabled only with the 

support of ӏ of MPs, as compared to a simple majority of 

votes currently. The PSF provides for the establishment 

of the Budget Council. The Pact should enter into force in 

2012. 

Public debt in Bulgaria will remain, alongside with 

Estonia, at the lowest level among the EU countries. The 

Bulgarian authorities forecast that in 2011  the general 

government debt will reach 16.4% of GDP and in 2012 

19.0% of GDP. In subsequent years it is expected to 

stabilize at 17% of GDP. The reserve fund, whose 

resources limited the growth in public debt in th e period 

2009-2010, is to be gradually replenished from 2013. 

 

                                                 
9 Other changes on the revenue side include VAT hike on 
tourism services (7% to 9%).  
10 Part of the measures adopted to limit budget expenditures 
expires at year end, i.a. shift in payment obligation of sick ness 
benefits for the first three days of absence to an employer and a 
freeze on expenditure in public administration.  
11 For the euro area countries and countries participating in 
ERM-II this limit should be at most -1% of the GDP. 
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Forecasts  

The economy is expected to return to a sustainable 

growth path,  relying on domestic as well as external 

demand.  According to European Commission forecasts, 

GDP growth will amount to 2.8% in 2011 and 3.8% in 

2012. The Bulgarian Ministry of Finance's forecasts12, 

although based on similar assumptions concerning the 

main growth drivers, seem to be more optimistic and 

expect the GDP to grow by 3.6% and 4.1% in 2011 and 

2012 respectively. Compared to the pre-crisis growth 

model, private consumption, constrained by restrained 

earnings growth, moderate lending, relatively low 

employment and the ongoing fiscal consolidation. will 

play a smaller role. A moderate growth of domestic 

demand and stable external demand will ensure a 

significant share of net exports in GDP growth over the 

forecast period.  

Looking ahead, the situation on the labour market is 

expected to improve; according to European 

Commission's forecasts the unemployment rate will fall to 

the level of 9.4% in 2011 and 8.5% in 2012.  However, 

unemployment is expected to fall very slowly, particularly 

in non-commercial sectors and among the youngest and 

least-skilled workers. In this context, the the Bulgarian 

Ministry of Finance projections assuming a drop of the 

unemployment rate by 0.1 pp on average in 2011 seems 

more probable.  

Due to moderate inflationary pressures from consumer 

demand, inflation will predominantly depend on external 

factors. According to the European Commission, it is 

expected to reach 4.3% in 2011 and fall to 3.4% in 

2012. 

According to most forecasts, the balance of risks appears 

to be neutral. Main risks to growth may include: a slower 

than expected economic recovery among trade partners, 

a stagnation on the labour market and a limited credit 

availability. Meanwhile, growth could be boosted above 

expectations by factors such as: a bigger then expected 

capital inflow supporting investment growth as well as a 

dynamic decline of the savings rate reflecting better 

prospects for the labour market.  

 

 

 

 

 

 

 

 

 

 

 

                                                 
12 Convergence Programme for Bulgaria 2011 ï 2014 
(15.04.2011). 

Table 2.4 
Forecasts of main macroeconomic indicators 

 
EC IMF 

Consensus 
Economics 

05.2011  
(11.2010) 

04.2011 
(10.2010) 

06.2011 
(12.2010) 

GDP, in %, y/y  

2011 2,8 (26) 3,0 (2,0)  2,7 (2,6) 

2012 3,7 (3,8)  3,5 (4,0)  3,6 

2013  4,0 (4,0)   

Inflation, in %, y/y  

2011 4,3 (3,2)  4,8 (2,9)  4,4 (3,4) 

2012 3,4 (3,1)  3,7 (3,0)  3,6 

2013  2,7 (3,0)   

Current account balance, in % of GDP  

2011 -2,0 (-2,5) -1,5 (-3,1)  

2012 -2,6 (-2,3) -2,0 (-3,5)  

2013  -2,5 (-3,7)  
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Contribution to GDP growth (in pp, y/y)  

 

HICP and its components (in %, y/y)  

 

Retail sales (in %, y/y) and consumer sentiment index  

 

Industrial production (in %, y/y) and busin ess sentiment index 

 
Current account and its components (in % of GDP, 4-quarter moving 

average) 

 

Financial account balance and its components (in % of GDP, 4-quarter 
moving average) 

 
Unemployment rate (%) and employment growth rate (in %, y/y)  

 

General government debt and deficit (in % of GDP) 

 

Source: Eurostat, CSOs 
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 CZECH REPUBLIC  
 

Economic growth  

In 2010, the Czech economy entered the recovery process. 

Real GDP, after declining by 4.1% in 2009, increased by 

2.3% in 2010. The upward trend also continued in 2011 Q1. 

Most of GDP growth in the Czech Republic in 2010 resulted 

from the inventories rebuilding. This was seen especially in 

the second half of last year, when this category contributed 

3.5 pp. to annual average GDP growth. Private consumption 

edged up in the first three quarters of 2010, only to resume 

a fall in Q4.  Large falls in fixed capital formation in 2010 Q1 

were not fully compensated for in subsequent quarters of 

last year. Hence, for another year domestic demand had a 

dampening impact on GDP growth in the Czech Republic.  

Positive contribution of foreign trade observed in the first 

half of last year decreased markedly in the second half of 

2010.  

Both private and public consumption edged up slightly in the 

Czech Republic in 2010. Private consumption grew only in in 

the first three quarters of last year, as a result of gradual 

improvement in labour market conditions and growth in 

households disposable income. However, in 2010 Q4, 

household consumption expenditure declined. This was 

probably the result of inflation, which translated into a fall in 

real disposable income, and of increasing savings rate in the 

Czech Republic. Public sector expenditure rose only in the 

first half of 2010. In the second half of 2010 the 

government already started to implement the plan of fiscal 

tightening, which resulted in a decrease in spending. In 

2011 Q1, both private and public consumption still declined 

in annual terms. 

Table 3.1 
GDP and its components (in % y/y)  

 2009 2010 Q3 2010 Q4 2010 Q1 2011 

GDP -4.1  2.3  2.6  2.7  2.8  

Private consumption -0.3 0.0 0.0 0.6 -0.4 

Public consumption 4.2 -0.1 -0.7 -2.4 -1.2 

Fixed capital formation  -9.2 -3.1 0.0 -0.1 3.8 

Exports -10.8 18.0 16.4 16.8 15.6 

Imports -10.6 18.0 19.2 17.4 13.2 

source: Eurostat 

Fixed capital formation in the Czech Republic in 2010 

declined again. This was the third consecutive year of falling 

investment. Decline was wide-ranged, affecting most 

markedly investment in transport ( -15%) and machinery 

and equipment (-8%). In 2011 Q1, however, a marked 

acceleration of investment could already be seen in the 

Czech Republic. 

The main growth driver in 2010 was a ma rked increase in 

inventories. This increase was mainly due to increased 

demand in the export sector, which replenished stocks 

strongly depleted during crisis. In 2011 Q1, the positive 

contribution of inventories to GDP growth disappeared. 

Foreign trade intensified in the Czech Republic since early 

2010. The strong recovery in exports was due to the 

growing demand in quickly recovering economies of major 

trading partners (mainly German, Polish and Slovak). The 

second half of 2010 witnessed the acceleration of imports, 

mainly intermediate goods. As a result, the contribution of 

net exports to GDP growth for all the 2010 was relatively 

small. Meanwhile, in 2011 Q1 import growth slowed while 

export growth remained similar to that observed in previous 

quarters. Thus, the contribution of net exports to GDP 

markedly increased. 

After a clear drop in retail sales in 2010 Q4, retail trade 

resumed its growth in 2011 Q1 in the Czech Republic 

(1.9%).  In both cases, the changes in the volume of retail 

trade turnover were primarily affected by sales of fuels. 

Retail sale of other categories of goods did not change 

significantly during this period.  Both in 2010 and in the first 

four months of 2011 the number of newly registered cars in 

the Czech Republic markedly increased, respectively by 

4.7% and 3.7% y/y.  

The rise in inflation in the second half of 2010 was a primary 

reason for decline in consumer confidence in the Czech 

Republic. The trend persisted over the first months of 2011  

when it was additionally fuelled by worsening economic 

outlook for the country in the next 12 months.  

Stimulated by external demand, industrial output grew 

rapidly in 2010, to rise by 9% over the whole year in 

comparison with 2009. A particularly rapid growth in output 

was observed in the case of electrical and electronic 

equipment and cars (over 20% y/y).  In the period January-

April 2011, the growth rate of industrial output in the Czech 

Republic remain high. Persistently, machinery and transport 

equipment continued to account for most of this rise.  

Additionally, output soared in the chemical, wood and paper 

industries. On the other hand, rising fuel prices and 

declining demand limited the output in the petrochemical 

industry. 

The growth of industrial production in 2010 in the Czech 

Republic was backed up by continued improvement of 

business sentiment. It resulted mainly from a larger number 

of orders, especially foreign orders. Moreover, ever more 

businesses declared the intention to increase employment, 

especially in industry. In the first four mont hs of 2011 the 

declining portfolio of orders, and deteriorating output 

outlook in the Czech Republic put an end to a business 

sentiment growth.    

Labour market    

After a slight increase in 2010 Q4 (due to the amendment of 

the regulations concerning the right to unemployment 

benefit) the harmonised unemployment rate in the Czech 

Republic resumed a gradual decline from the beginning of 

2011 to reach 6.9% in April as against 7.2% in December 

2010.  
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At the same time, a slowly improving labour market 

manifested itself in the reversal of a downward trend in the 

number of the employees. Though it remained almost 2% 

y/y lower than in 2009, it started to edge up already in 2010 

Q2. In 2010, employment decreased in both agriculture and 

industry (recovery in the indust rial sector began to translate 

into employment growth only in the second half of 2010), 

construction and services sector in general. The increase in 

the number of employees could be observed in the case of 

financial intermediation and real estate, but it r esulted 

primarily from an increase in self-employment in these 

sectors of the economy  

Inflation and labour costs  

After a period of inflation in the Czech Republic in the last 

quarter of 2010 (up to 2.3% y/y in December 2010), from 

the beginning of 2011 it  began to decline. In April 2011 the 

HICP annual growth rate fell to 1.6% to be the lowest in the 

region (apart from Ireland also the lowest in the EU).  

The decline in inflation in the Czech Republic in 2011 is 

primarily the result of base effects related  to recovery from 

the rise in administrated prices in early 2010 (mainly the 

introduction of higher VAT and excise duty rates).   In 2011, 

a slight decrease occurred in the annual growth in energy 

and food prices. These effects were partially depreciated by 

a further increase in administrated prices in 2011 Q1, 

including energy, rents and services related to dwelling.  

Table 3.2 

HICP and its components (in %, y/y)  

 
Q2 

2010 
Q3 

2010 
Q4 

2010 
Q1 

2011 
May-
11 

HICP  1.0  1.6  2.0  1.9  2.0  

Contribution to HICP growth rate (in pp)  

Food and beverages 0.0 0.5 0.8 0.7 1.1 

Housing 0.2 0.5 0.5 0.7 0.6 

Alcoholic beverages and tobacco 

products 
0.4 0.5 0.4 0.3 0.3 

Transport 0.4 0.2 0.2 0.3 0.2 

Health 0.2 0.3 0.2 0.1 0.1 

source: Eurostat 

Food prices, especially processed food, and energy were, 

in fact, the only factors having a positive contribution to 

inflation in the first four months  of 2011. The total 

contribution of other prices (except food and energy) to the 

HICP growth rate  for the period January-April 2011, 

stabilised at -0.2 pp. Low core inflation in the Czech 

Republic resulted both from weak consumer demand as well 

as the appreciation of the koruna in that period.  

In May 2011, the Czech Republic has seen a marked 

increase in food prices, especially bread and cereal or fruit. 

Hence the HICP growth rate, accelerated for the first time in 

2011 (up to 2% y/y).  

The nominal wages in the Czech Republic in 2010 rose by 

2% y/y, i.e. half as much as in 2009.  The decline in wage 

growth in the last year resulted primarily fro m the reduction 

of premiums in companies, while the basic salary growth 

rate was similar to that observed in the previous year.  

Wages in the Czech economy grew fastest in the branches 

which posted the highest increase in their output.   This 

applies in particular to industr y, both mining and 

manufacturing, where nominal wages increased by 3.6%. In 

the case of the services sector wage growth was much 

lower. In  financial intermediation, transport and storage or 

public administration, nominal wages fell in 2010. Wage 

growth deceleration concentrated in 2010 Q4 (up 0.9% y/y 

against 2.3% y/y in the previous three quarters), following 

the implementation of austerity measures in the general 

government sector. In 2010 Q4 the average nominal wage 

plummeted in education (by 5.8%), public administration  

and defence (by 3.5%).  

Accelerating economic growth and the continued downward 

trend in the nominal wage growth resulted in a further 

decline in nominal unit labour cost (ULC). Admittedly, labour 

market recovery and minor increase in employment slightly 

countered this decrease. It was, however, too weak to fully 

reverse the downward trend of ULC growth observed in the 

Czech Republic since late 2008. 

Balance of payments  

Current account deficit in the Czech Republic in 2010 

amounted to 3.8% of GDP, an increase compared with 

3.2% of GDP in 2009. It  primarily reflected the reduction in 

the goods account surplus. Also the income deficit 

increased, while the improved balance of current transfers 

account worked towards the reduction of the deficit.  Current 

account deficit fell to 3.4% of GDP in 2011 Q1, following the 

improvement in the balances on goods and income 

accounts. 

The balance of trade in goods in 2010, as in the previous 5 

years, was positive, however, this surplus decreased 

significantly compared with the previous year (respectively 

2.2% and 1.4% of GDP in 2009 and 2010).   Despite a slight 

increase in the first quarter of 2011 (to 1.5% of GDP), it was 

the lowest since 2004. Exports grew stimulated by the 

restoration of external demand, but the pace of import 

growth accelerated since the second half of 2010, due to 

high import intensity of exports and growing demand for 

investment goods. An additional factor was the 

deteriorating terms of trade, especially in the case of  

petroleum products. It was the increasing deficit in trade in 

fuels that decisively and negatively impacted the goods 

balance. On the other hand, in 2010, a surplus in trade in 

manufactured goods increased. In geographical breakdown, 

the Czech Republic recorded a surplus in trade with EU 

countries, which further increased during 2010 by over 

22%. Lower than in 2009 foreign trade balance resulted 

from a higher deficit in trade with countries outside the EU 

(increase by 40%).  

The balance on the services account, both in 2010 and first 

quarter of 2011 remained unchanged compared with 2009 

(1.8% of GDP). Most of this surplus, as in previous years, 

stemmed from the surplus in the transport ation and 

tourism.  

Income account deficit in 2010 was again the deepest 

among the main categories of current account.  Its slight 
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deterioration in 2010 resulted from the growing imbalance 

in direct and portfolio investment income. Meanwhile the 

deficit in remittances declined, which was associated with 

lower salaries paid to foreign workers in the Czech Republic. 

In 2011 Q1 income account deficit decreased slightly. 

Current transfers were balanced in 2010 and 2011 Q1 

(compared with the deficit reaching 0.3% of GDP in 2009).  

This resulted primarily from a surplus in the account o f 

government transfers, while a deficit persisted in private 

transfers. 

Table 3.3 

Balance of payments, net balance (in % of GDP, 4q moving 

average) 

 
Q1 

2010 
Q2 

2010 
Q3 

2010 
Q4 

2010 
Q1 

2011 

Current account  -3.0  -2.5  -3.9  -3.8  -3.4  

Goods 2.4 2.3 1.7 1.4 1.5 

Services 1.8 2.0 1.9 1.8 1.8 

Income -6.9 -6.5 -7.3 -7.0 -6.7 

Current transfers -0.4 -0.3 -0.1 0.0 0.0 

Capital account  0.8  0.9  1.2  0.7  0.7  

Financial account  3.8  3.1  6.5  5.0  4.8  

FDIs 1.4 1.7 4.1 2.6 2.1 

Portfolio investments 4.7 4.3 5.8 4.3 2.6 

Other investments  -2.3 -2.9 -3.3 -1.8 0.1 

source: Eurostat 

Inflow of foreign capital to the Czech Republic in 2010 and 

2011 Q1 maintained the upward trend observed since mid-

2009, to reach 5% of GDP for the whole year as compared 

to 4.3% of GDP in 2009. The increase was particularly 

marked in direct investment, which soared more than 

fivefold. This rise was primarily due to a growth in 

reinvested earnings, which accounted for almost 2/3 of the 

total inflow of direct investment.  Most of the inflow was 

directed into the in the metallurgical and  retail trade 

companies.   

Mainly due to a decline in 2010 Q4 the inflow of portfolio 

investments slowed down, and may signify a wane in 

foreign investors' interest in the Czech government bonds, 

much sought for in 2009 and 2010. The preliminary data as 

of 2011 Q1 apparently confirm the outflow of portfolio 

investment from the Czech Republic for the first time since 

2008.  

The 2010 saw an increase in the other investment deficit. It  

resulted on the one hand from the need t o repay loans 

taken out abroad, on the other , from the growing deposits 

of Czech residents in foreign financial institutions. In turn, 

2011 Q1 witnessed a small inflow of other investments into 

the banking sector, mainly in the form of deposits, which 

partly compensated for lower interest in government bonds.  

Interest rates and exchange rate  

Since May 2010, when the Czech National Bank (CNB) cut 

its main interest rate (2W Repo Rate) to  its lowest ever level 

of 0.75%.  It remained at this level until May 201 1. The CNB 

decided not to raise interest rates, even though the move 

was made both the ECB and central banks in the region. 

The CNB explained this by low inflation forecast for the 

coming quarters (near the inflation target - less than 2%), 

while economic growth is expected to remain low.  Interest 

rates on the interbank market during this period were very 

stable. Between May 2010 and May 2011, the 3M PRIBOR 

virtually stabilised around 1.19-1.22%.  

As discussions about the continuation of financial assistance 

between Hungary and the IMF collapsed and information 

emerged about the financial problems of the euro area 

peripheral countries, turbulence developed in European 

financial markets in the second half of 2010, and investors 

started losing confidence in Czech assets. This was 

manifested by an increase in government bond yields (10-

year bond yields rose from 3.3% in August 2010 to 4.1% in 

January 2011). Yields on Czech bonds remained at an 

elevated level (3.9-4.1%) from January to April 2011, 

despite abating concerns related to the debt crisis in the 

euro area. This again followed from global factors, especially 

political instability in North African countries and a rapid rise 

in oil prices. Bond yields markedly declined in May 2011 (by 

about 20 bps).  

Between January-May 2011 the development of the Czech 

koruna (CZK) exchange rate reflected both the situation in 

global financial markets and domestic monetary policy bias. 

During this period, CZK strengthened against the euro by 

3%. Yet the appreciation only to ok place in January, when 

risk aversion among investors due to the said crisis slowly 

weakened. Political turmoil in North Africa, on the one hand, 

and an increase in the negative spread between interest 

rates in the Czech Republic and the euro area (by the 

decision of the ECB to raise interest rates) on the other 

hand, stopped the appreciation of the koruna in the 

following months of 2011.  

Fiscal policy  

Czech general government deficit fell from 5.9% in 2009 

to 4.7% of GDP in 2010 (against 5.1% projected by the 

government). Its reduction resulted from  implemented 

measures focused on the revenue side (such as increase 

in VAT, excise, property taxes, a minimum social 

insurance and health contributions base), accompanied 

by reductions in social spending, freezing the indexation 

of pensions and current expenditures (including wages in 

public administration)  cuts. In addition, the Czech 

government withdrew measures related to the anti -crisis 

package.  

In 2011 fiscal imbalance in the Czech Republic is to reach 

4.2% of GDP (4.4% of GDP according to the EC 

forecast). Its reduction, compared with the previous 

year, will result from the changes affecting mainly the 

expenditure side. These include, among others, cuts 

applied to wages in the public administration (by 10%13) 

and social benefits14 

In the following years the Czech authorities plans to 

improve the general government balance by about 0.6 pp 

of GDP annually in 2012 and 2013 and by 0.9 pp of GDP 

                                                 
13 Apart from teachers, whose wages are to increase by 3.5%. 
14 I.a. birth allowances, social and unemployment benefit.  



Analysis of economic situation in the countries of Central and Eastern Europe ï Czech Republic  

National Bank of Poland ï July 2011 19  

in 2014. The medium-term budgetary objective 

(structural deficit at 1.0% of GDP) would be achieved in 

2016. Adoption of pension and health care reform is to 

affect revenue and expenditure side in future years.  

From 2013 a voluntary funded pension pillar is going to 

be introduced. The part of the pension contribution to be 

transferred to the fund from the PAYG scheme was set 

up at 3% 15. The resulting loss of state budget revenues 

is to be offset by increases in VAT rates. In 2012, the 

reduced VAT rate is to rise from 10% to 14%, while the 

base rate will remain at its current  level (20%). Since 

2013, only one rate of VAT at 17.5% will be applicable.16 

The effect of the pension reform is to be neutral in the 

coming years, with a reduced VAT rate hike before a 

launch of the voluntary pension funds will temporarily 

reduce the budget deficit by ca. 0.6% of GDP. Parallely, 

the retirement age for men and women  is going to be 

gradually raised and made equal (up to ca. 67 years in 

2041). Currently there are also other changes under 

discussion aimed at ensuring the sustainability of the 

pension system in the Czech Republic, including further 

raising of the retirement age, 17 reducing the discretionary 

indexation of benefits and phasing out of the early 

retirement system. The health care reform is planned as 

of 2012 to allow charges for increased treatment 

standard, higher fees for hospital stays and for visits to a 

specialist doctor without a referral from a general 

practitioner. 

In subsequent years, amendments to the tax system 18 

are going to involve increasing the taxation of income 

from gambling, the introduction of incentives in the CIT 

(regarding the dividend, the exemption of investment 

and pension funds), while limiting them within the PIT 

(only child tax credit  will be increased). The principles of 

paying social security contributions by self-employed 

persons also will be affected, and the taxation on 

employee benefits is to be more favourable than before. 

As a result of their adoption, the general government 

balance will show a small improvement in 2012 (by about 

0.2% of GDP), while in subsequent years it will 

deteriorate (by about 0.2% of GDP in 2013 and 0.6% of 

GDP in 2014). 

Moreover, in the Czech Republic in 2012-2014 wages in 

public administration are to be maintained at the level of 

2011 (except teachers and health sector). Budgetary 

savings in 2013 will also stem from a review of spending 

of individual ministries (planned cuts of 5%) and changes 

in the system of public procurement. Reducing the 

budget deficit within the deadline set by the EDP (i.e. by 

                                                 
15 An employee shall pay also additional contribution from his 
own pocket, in the amount of 2% or 3% of his wages. 
16 Furthermore the threshold for registration as a VAT payer will 
be reduced (from CZK 1 mil to CZK 0.75 mil). 
17 After 2041 the pension age would be raised by 2 months 
every year (no upper limit is envisaged).  
18 Additionally the rates of PIT, contributions for social and 
health security will be converted due to a change in the 
reference base for their assessment. At present it is gross wage 
plus contributions for social and health security. After the 
change it will be only gross wage. 

2013) may require additional consolidation measures. In 

the opinion of the EC, macro-economic assumptions of 

the Czech authorities for the years 2013-2014 are too 

optimistic, and the pace of fiscal tightening over the 

period 2010-2013 is below the recommended level (i.e. 

1% of GDP annually). 

The Czech government is considering strengthening the 

institutional framework of public finances, with the 

possibility of establishing a fiscal council. 

Czech public debt is projected to increase from 38.5% of 

GDP to 42.0% of GDP in 2014, The government plans to 

reduce the borrowing needs of the sector, with the 

introduction of a treasury single account. 

Forecasts  

Recent CNB projections show a marked decline in GDP 

growth in 2011.  The greatest impact will be attributable to 

the tightening of fiscal policy, which directly or indirectly will 

affect domestic demand. Fixed capital formation is expected 

to decline due to the limitations o f public investment and the 

fading of the effect associated with the installation of 

photovoltaic cells in the second half of 2010. Inventory 

rebuilding, which used to strongly support economic growth 

in 2010, will stop. Private consumption is going to continue 

its growth at a slow pace, due to anticipated persistent 

stagnation in the labour market, especially in the publi c 

sector. Employment growth, which was observed at the 

beginning of 2011 resulted from a low base effect and in 

subsequent quarters it will come to a halt. Also a decline in 

public consumption is forecast. Most of the growth in the 

Czech economy will come from net exports.  

The increase in GDP growth in the Czech Republic (to a level 

comparable to that observed in 2010) is expected in 2012, 

when domestic demand, especially households 

consumption, should increase as a result of improved labour 

market conditions. 

In 2011 Q2, inflation should edge up in the Czech Republic. 

Both the overall and core inflation rate should slightly 

exceed the value of CNB inflation target (2%).  Both 

measures of inflation are expected to oscillate around 2% in 

the second half of 2011 and 2012. Inflation rise  will be 

mainly stimulated by the growing pressure associated with 

an increase in wages (especially in 2012) and additional 

increases in administered prices (especially energy prices). 

The anticipated appreciation of the koruna and the expected 

declines in the growth rate of energy and food prices should 

operate in the opposite direction.  

Current account deficit in 2011 and 2012 may increase 

considerably. This will be linked to the likely deterioration in 

the income account balance, only partially compensated by 

an increase in the surplus in foreign trade. 
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Table 3.4 

Forecasts of main macroeconomic indicators 

 
ĻNB EC OECD IMF 

05.2011 

(11.2010) 

05.2011 

(11.2010) 

05.2011 

(11.2010) 

04.2011 

(10.2010) 

GDP, in %, y/y  

2011 2011 1,5 (1,2) 2,0 (2,3) 2,4 (2,8) 

2012 2012 2,8 (2,5)  2,9 (3,1)  3,5 (3,2)  

2013 2013    

Inflation, in %, y/y  

2011 1,9 (1,9) 2,3 (2,1) 2,2 (1,9) 2,0 (2,0)  

2012 2,2 (2,0)  2,5 (2,2)  3,1 (1,7)  2,0 (2,0)  

2013    2,0 (2,0)  

Current account balance, in % of GDP  

2011 -4,0 (-2,2) -2,5 (-1,5) -3,0 (-0,8) -1,8 (-0,6) 

2012 -4,3 (-2,5) -1,9 (-1,1) -3,4 (-0,7) -1,2 (-0,6) 

2013    -0,9 (-0,6) 

ĻNB ï Inflation Report, Ļesk§ N§rodn² Banka.  
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Contribution to GDP growth (in pp, y/y)  

 

HICP and its components (in %, y/y)  

 

Retail sales (in %, y/y) and consumer sentiment index  

 

Industrial production (in %, y/y) and business sentiment index  

 
Current account and its components (in % of GDP, 4-quarter moving 

average) 

 

Financial account balance and its components (in % of GDP, 4-quarter 
moving average) 

 
Unemployment rate (%) and employment growth rate (in %, y/y)  

 

General government debt and deficit (in % of GDP) 

 

Source: Eurostat, CSOs
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 ESTONI A 

Economic growth  

Despite a strong downturn during the crisis (GDP lost a 

total of 19% in 2008 -2009 in real terms), Estonia's 

economy relatively quickly emerged from recession, to 

grow at 3.1% y/y in 2010.  Although the first signs of 

recovery occurred already in the first half of 2010, GDP 

markedly accelerated only in the second half of 2010,  

mainly as a result of recovery in the economies of major 

trading partners (mainly Sweden, Finland and Germany) 

which stimulated foreign demand19.   

Whereas Estonia's foreign trade intensified already in 

early 2010, the volume of trade in goods significantly 

increased only in Q3 and 4. Throughout 2010 exports 

increased by 21.7% and imports rose by 21.0%, which in 

turn resulted in a positive contribution of ne t exports to 

GDP growth.  

In contrast to foreign trade, domestic demand for most 

of 2010 remained weak, showing no signs of recovery.  

Growth impulse for Estonian economy at that time came 

from the corporate sector. Over the first three quarters of 

2010 the companies continued a process of rebuilding 

inventories, which supported economic activity.  

However, in 2010 Q4 the role of the latter clearly fell in 

favour of increasing investment, which had trended 

downwards as from 2007 Q3. Yet, despite the growth 

recorded during the period October to December last 

year, their growth rate in the whole 2010 was negative ( -

9.2% y/y) . 

Table 4.1 
GDP and its components (in % y/y)  

 2009 2010 Q3 2010 Q4 2010 Q1 2011 

GDP -13.9  3.1  5.4  6.8  8.6  

Private consumption -18.9 -1.9 0.9 2.6 5.0 

Public consumption -0.5 -2.1 -1.7 -1.4 1.2 

Fixed capital formation -34.4 -9.2 -8.8 11.7 12.0 

Exports -11.2 21.7 24.5 36.8 38.7 

Imports -26.8 21.5 29.8 32.5 38.3 

source: Eurostat 

Both private and public consumption had a dampening 

effect on the economy of Estonia in 2010. Private 

consumption fell by 1.9% y/y in 2010, mainly due to the 

ongoing process of "debt reduction" of households, high 

unemployment and wages lower than last year, although 

consumer spending accelerated slightly in the second half 

of 2010. The general government expenditures 

decreased in all quarters of last year, i.a. due to the 

ongoing fiscal consolidation. 

According to preliminary estimates, Estonia's GDP rose by 

8.5% y/y in 2011 Q1. In other words, Estonian economy 

climbed upwards for the fourth consecutive quarter. 

Economic upturn resulted this time from domestic 

demand, not like last year, from foreign trade, whose 

                                                 
19 Those countriesô share in the exports of goods from Estonia 
ranges within 35-40%. 

contribution has clearly diminished as a result of a 

significant acceleration in imports growth relativ e to 

previous quarters.  This resulted from a marked revival of 

business investment activity, as evidenced by the second 

consecutive quarter of a double-digit growth in fixed 

capital formation (indirectly due to a low reference base 

in 2010) and rising inventories. 

GDP growth in 2001 Q1 also reflected the improving 

private consumption, largely contributed to by rising 

transport and housing costs. In the first four months of 

2010 retail sales in Estonia continued their upward trend, 

but remained below the level prior to the outbreak of the 

global financial crisis. On the other hand, according to a 

survey of the European Commission, consumer sentiment 

deteriorated in the period January-May this year, 

primarily weakened by the growing concerns about 

future fina ncial position of households and developments 

in the domestic labour market.  

Exports continued to grow at a rapid pace in 2011 Q1. 

On the other hand, industrial output, which continued 

upwards, started to level off over the first three months 

of 2011, to slow down in annual terms in April. This may 

represent a gradual deceleration of the two -digit growth 

in exports. 

Labour market  

The global financial crisis and subsequent recession 

triggered Estonian labour market adjustments. These 

were not only exceptionally large in terms of scale, but 

also occurred in a relatively short period of time. On the 

one hand it confirms a high flexibility of the Estonian 

labour market, while on the other hand it reflects active 

measures taken by the government in 2009-2010, to 

boost employment and evade a growth in 

unemployment, mainly a long-term one. 

The unemployment rate reached its maximum (18.8%) in 

2010 Q1, putting an end to a steady rise ï since 2008 Q2 

ï in the number of the unemployed.  More recently the 

unemployment rate has declined, to reach 14.5% in 2010 

Q4. According to preliminary data of the first three 

months of 2011 it continued to tumble down, to average 

13.8%.  

High unemployment was reflected in the sustained 

negative employment growth in the economy of Eston ia 

for the most part of 2010.  In 2010 Q4 the number of 

employees edged up (0.6% y/y), along with a strong 

rebound in export-oriented industrial sectors.  

Throughout 2010, employment fell by 4.8% y/y as 

against a decline of 10% y/y in 2009. The largest 

declines occurred in industry ( -9.7% y/y), while the scale 

of redundancy in the service sector was relatively low ( -

2.7% y/y).  
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Inflation and labour costs  

In 2010, the annual HICP inflation rate in Estonia was 

2.7% as against 0.2% in 2009. Most of its growth 

stemmed from global factors, such as rapidly growing  oil 

and food prices. As a result of rising prices in foreign 

markets, domestic energy prices last year hiked by 

11.5% y/y, and transport prices grew by 6.6% y/y.  Core 

inflation, i.e. after excluding th e prices of energy, food, 

alcoholic beverages and tobacco products, remained low 

in 2010 (0.4% y/y). Meanwhile, the upside pressure on 

prices of goods and services resulting from wage hikes in 

2010, played a much smaller role. In 2010 Q1 nominal 

wages were falling across all the economy, while in 

subsequent quarters, they began to rise, to increase by 

0.9% y/y throughout the year  (after falling by 4.6% y/y 

in 2009)20. 

Table 4.2 

HICP and its components (in %, y/y)  

  
Q2 

2010 

Q3 

2010 

Q4 

2010 

Q1 

2011 

May-

11 

HI CP 2.9  3.1  5.0  5.2  5.5  

Contribution to HICP growth rate (in pp)  

Food and beverages 0.3 0.9 2.2 2.5 2.6 

Alcoholic beverages and tobacco 

products 
0.3 0.5 0.6 0.5 0.7 

Housing 0.7 0.7 0.9 0.7 0.6 

Restaurants and hotels -0.1 0.0 0.0 0.2 0.5 

Transport 1.1 0.5 0.6 0.7 0.5 

source: Eurostat 

In the first four months of 2011, the annual inflation rate 

in Estonia remained above 5.0%, mainly due to the 

impact of above-mentioned global factors. In addition, 

some increase in consumer goods prices in Estonia, also 

stemmed from the introduction of the euro this year.  

(see Box 1).  The monthly inflation growth in this period 

averaged 0.6% as against 0.4% in the second half of 

2010.   

In 2011 Q1 the domestic factors, i.e. wage hikes, had 

higher than before upward impac t on inflation in Estonia,  

as these gained momentum for the fourth quarter in a 

row (4.5% y/y against 3.9% y/y in 2010 Q4), mainly in 

the manufacturing sector.  

Balance of payments  

In 2010, for the second time in a row , Estonia recorded a 

surplus on the current account, although this time it was 

slightly lower in nominal terms. Along with a higher gross 

domestic product last year this also resulted in a lower 

ratio in relation to GDP (3.9% versus 4.5% in 2009).  

Most of the growth in the current account ma y be 

attributable to a lower deficit on trade in goods (down 

60% y/y to the level of 1994) and a surplus on services, 

which remained at a level similar to 2009. The positive 

balance on trade in goods reflected a faster growth in 

exports (35% y/y) than in i mports (27% y/y), whereas 

                                                 
20 Wages grew specially in industry (5.2% y/y) and construction 
(3.7% y/y), whereas they declined in the sectors of financial 
services and public administration (respectively by 8.0% y/y and 
2.4% y/y).  

the growth in both categories was mainly fuelled by 

markedly higher than in 2009 sales in machinery and 

equipment, i.e. the most important category of goods in 

Estonian foreign trade. 

In turn, lower current account surplus in 2010 compared 

to 2009 was due to a double increase in the income 

deficit, including particular ly deficit on investment by 

non-residents. Income payments on foreign direct 

investment in Estonia in the form of  reinvested profits, 

which increased threefold, played a key role here. The 

balance on current transfers in 2010 remained virtually 

unchanged. 

Table 4.3 

Balance of payments, net balance (in % of GDP, 4q moving 

average) 

  Q1 2010 Q2 2010 Q3 2010 Q4 2010 Q1 2011 

Current account  4.1  3.8  3.9  3.5  3.0  

Goods -3.5 -3.8 -3.1 -1.7 -1.6 

Services 9.8 9.4 9.5 9.1 8.6 

Income -3.8 -3.7 -4.2 -5.6 -6.0 

Current transfers 1.7 1.9 1.7 1.8 2.0 

Capital account  3.5  3.6  3.3  1.6  1.1  

Financial account  -6.8  -6.2  -7.6  -11.4  -10.3  

FDIs 2.9 6.3 8.2 7.3 7.3 

Portfolio investments -10.2 -9.5 -9.8 -3.0 -1.9 

Other investments  0.4 -3.0 -6.0 -15.9 -15.7 

source: Eurostat 

The financial account of Estonian balance of payments 

adopted more negative values in 2010 relative to 2009,  

primarily due to a strong outflow of capital in the form  of 

so-called other investments. This resulted, on the one 

hand, from reducing reserve requirements for Estonian 

banks in the second half of 2010. Thus released funds 

were next transferred abroad, to be - most of them - 

placed in the form of deposits. On t he other hand, the 

liabilities of Estonian banks from non-residents' deposits 

recorded a decline. This had a dampening impact on 

foreign liabilities in Estonian balance of payments.  Inflow 

of direct investment in 2010, significantly higher than in 

2009, failed to put a halt on the exodus from Estonia of 

capital from other investment.   

According to preliminary data, in 2011 Q1 the current 

account recorded a deficit for the first time in eight 

quarters. It originated mainly from a doubling of the 

negative balance on income of non-residents, compared 

with the corresponding period last year, not netted by a 

declining goods deficit. As it was in 2010 Q1, the financial 

account recorded a negative balance, i.e. foreign capital 

flowed out of  Estonia. This was due to a reduced non-

residents' commitment under the so-called other 

investment, both short - and long-term.  

Interest rates and exchange rate  

On 1 January 2011, Estonia became a new member of 

the euro area, joining other 16 EU states which use the 

common euro currency21. The exchange rate from the 

                                                 
21 The first two weeks of January saw a gradual withdrawal of 
Estonian kroon. Accordingly, the two currencies were in a 
parallel circulation. For the sake of customersô convenience 
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Estonian kroon to euro has been irrevocably set at EEK 

15.6466, i.e. central parity in ERM II, which Estonia 

joined on 28 June 2004. 

Fiscal policy  

Estonia was the only country in the European Union, 

which in 2010 recorded a general government surplus 

(0.1% of GDP). The fiscal balance was affected by a 

significant one-off revenue related to the sale of carbon 

emission permits (about 1.1% of GDP). Increasing 

exports boosted economic recovery, yet failed to 

translate into a significant increase in budget revenues, 

because of the tax preferences in this sector. 

According to the ECôs spring forecast, Estonia is the only 

country where fiscal balance will deteriorate over 2011-

2012. However, the general government deficit will not 

exceed the reference value (3% of GDP). Its increase will 

stem from i.a. the realisation of investment suspended in 

previous years (including a one-off environmental 

investment growth in the amount of revenue from the 

sale of carbon emission permits) and expiration of 

temporary consolidation measures adopted in 2009-2010. 

As of 2012, the contribution transferred to pension funds 

will be restored to its full amount, thus resuming the 

level before mid-2009. Caps on public sector wages and 

limits on debt  incurred by local governments will also 

terminate, and pensions will again be subject to 

indexation. 

Pursuant to a fiscal strategy adopted by the Estonian 

government in April 2010 the ratio of government 

revenues to GDP will be reduced below the pre-crisis 

levels by 2015. The 2014 should generate fiscal surplus. 

On the expenditure side a reduction in pension benefits, 

amending the rules of remuneration of public sector 

employees, and reducing the rate of current expenditure  

are envisaged. In the mid-2010, overhaul of the social 

security system will be performed with the aim to 

develop measures improving its efficiency. Starting from 

2015, the PIT rate is going to be reduced by 1 pp (but 

tax relief will be limited as from 2012), and in 2014 social 

and health insurance contribution assessment base will 

be capped. OECD appealed to Estonia to introduce multi-

year expenditure limits and to establish an independent 

fiscal council. The ruling coalition plans to introduce a 

statutory ban on  budget deficit in the years  of economic 

growth.  

Estonia's public debt in the coming years will remain 

among the lowest among EU member states. According 

to government estimates, the it will decrease from 6.6% 

of GDP in 2010 to 5.4% of GDP in 2015. The Estonian 

authorities plan to fi nance the budget deficit in the 

subsequent years with reserve funds. Since 2013, their 

level is to be gradually rebuilt .  

 

                                                                              
retailers since 1 July 2010 started to quote price in  both 
currencies and were committed to do so until 20 June 2011.   
 

Forecasts  

In the opinion of the European Commission, Estonia's 

economic growth will accelerate significantly over the 

next two years.  According to the forecast of April 2010, 

the GDP will rise in 2011 by 4.9%, only to slow down to 

4.0% in 2012. Moreover, its structure should consolidate, 

mainly due to the growing importance of domestic 

demand, including particularly the rebuilding of pr ivate 

consumption and higher business investment.  

The former will be stimulated, i.a. , by anticipated 

improvement in the labour market, as well as rising wage 

growth. Even though household savings should fall over 

the forecast horizon, following an unexpectedly strong 

growth during the crisis, they will remain positive due to 

the ongoing process of "deleveraging" in the household 

sector. In turn, the investment activity of enterprises will 

be driven primarily by satisfactory foreign demand 

growth prospects and rising profits of domestic firms. 

The European Commission expects a significant increase 

this year mainly in the replacement investments. 

Estonia's GDP growth in 2011-2012 will also benefit from  

higher public sector investment, particularly 

infrastructure investments, resulting from increased 

absorption of EU structural funds.  

On the other hand, foreign demand over the forecast 

horizon will play an increasingly smaller role in the 

growth of Estonia's economic activity. This will be the 

result, i.a., of the expected slowdown of global economy, 

which would undoubtedly translate into a decline in 

global trade. Moreover, it is anticipated that in 2012 net 

exports will negatively affect Estonian economic growth.   

The European Commission expects that in the years 

2011-2012 global commodity prices will continue to 

shape inflation in Estonia. In 2011, this category is 

expected to increase to 4.7%, and in 2012 it will return 

to the level of 2010 (2.8%).  

The surplus in the current account deficit will gradually 

decline over the forecast horizon, mainly because of the 

growing deficit in trade in goods. In relation to GDP it will 

amount to 1.8% and 0.1% respectively in 2011 and 

2012. 

Table 4.4 
Forecasts of main macroeconomic indicators 

 
EP EC OECD IMF 

06.2011 

(10.2010) 

05.2011 

(11.2010) 

05.2011 

(11.2010) 

04.2011 

(10.2010) 

GDP, in %, y/y  

2011 6,0 (4,3) 4,9 (4,4)  5,9 (3,4)  3,3 (3,5)  

2012 4,2 (3,8) 4,0 (3,5)  4,7 (4,1)  3,7 (3,4)  

2013 4,2   3,7 (3,3)  

Inflation, in %, y/y  

2011 4,7 (2,7) 4,7 (3,6)  4,6 (3,4)  4,7 (2,0) 

2012 2,5 (1,7) 2,8 (2,3)  3,0 (2,5)  2,1 (2,0)  

2013 2,9   2,5 (2,5)  

Current account balance, in % of GDP  

2011 1,7 (-2,6) 1,8 (1,4)  3,2 3,3 (3,4)  

2012 1,0 (-2,8) 0,1 (0,9)  0,7 3,1 (1,6)  

2013 -0,2   1,4 (-0,4) 

EP - Estonian Economy and Monetary Policy, Bank of Estonia 
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Box  1 

 

Euro changeover effects on inflation in Estonia 22  

 

In May 2010, i.e. four months from the time when Estonia became the 17th full member of the euro area, 

the Eurostat has published a preliminary estimate of the impact of the cha ngeover on prices of consumer 
goods and services in this country. Calculations were based on changes in HICP inflation in the period from 

December 2010 to March 2011. The following table summarizes the annual and monthly inflation dynamics 
in Estonia, the euro area and throughout the European Union. 

 

Table 1  Inflation rates (measured by HICP) in Estonia, euro area and European Union 

Month  
Estonia  EU Euro area  

(y-o-y, %)  (m-o-m, %)  (y-o-y, %)  (m-o-m, %)  (y-o-y, %)  (m-o-m, %)  

Dec-10  5.4 0.5 2.7 0.6 2.2 0.6 

Jan-11  5.1 0.0 2.8 -0.4 2.3 -0.7 

Feb-11  5.5 0.7 2.9 0.5 2.4 0.4 

Mar -11  5.1 0.8 3.1 1.1 2.7 1.4 

 

According to a preliminary assessment, the total (one -off) impact of the euro changeover on HICP inflation 

in Estonia during the period from December 2010 to March 2011 as a whole is likely to be between 0.2 and 
0.3 pp. This estimate is in line with the experience of countries who had previously adopted the common 

currency: Slovenia in 2007 (0.3 pp.)., Cyprus and Malta in 2008 and Slovakia in 2009 (0.3 pp).  

Eurostat, with a view to assess the euro changeover impact on consumer price inflation in Estonia, has 

identified such price increases, which were of "unusual" character. In the above period those "unusual" price 

increases where seen, in particular for  cleaning services, recreational and cultural services, hairdressing 
services and repair services related to dwellings.  Besides, during the period December 2010 to March 2011 

unusual price increases were observed for services related to road transport, but t heir weight in the 
statistical consumer basket is too low to have a significant influence on a higher HICP inflation rate.  

According to Eurostat, the euro changeover effects in Estonia seem to be noticeable, although their scale 

was not large enough to drive permanently headline inflation in the country.  

                                                 
22 Euro changeover and inflation in Estonia, Eurostat, May 2011. 
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Contribution to GDP growth (in pp, y/y)  

 

HICP and its components (in %, y/y)  

 

Retail sales (in %, y/y) and consumer sentiment index  

 

Industrial production (in %, y/y) and business sentiment index  

 
Current account and its components (in % of GDP, 4-quarter moving 

average) 

 

Financial account balance and its components (in % of GDP, 4-quarter 
moving average) 

 
Unemployment rate (%) and employment growth rate (in %, y/y)  

 

General government debt and deficit (in % of GDP) 

 

Source: Eurostat, CSOs
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 LITHUANIA  

 

Economic growth  

From 2010 Q2, the Lithuanian economy has recovered 

after a deep crisis of 2009. The economic growth 

achieved last year was attributable to growing exports 

associated with improvement in global economic climate 

and intensive rebuilding of inventories. At the end of 

2010 and early 2011 domestic demand, especially 

investment, started to increase its contribution to GDP 

growth.  

Private consumption declined in 2010, for the second 

consecutive year, due to a negative growth i n wages, 

loans for households, reductions in social benefits and an 

increase in indirect taxes. Consolidation of fiscal policy 

also resulted in a decrease of public spending.  

The 2010 saw a marked improvement in fixed capital 

formation, which had been in a negative figures since the 

second half of 2008. Reversing the downward trend in 

2010 Q4 was a result of increasing expenditure on 

machinery and equipment and investments in the 

residential construction sector. Since 2010 Q4 Lithuanian 

companies have also improved their profitability.  

Table 5.1 
GDP and its components (in % y/y)  

 2009 2010 Q3 2010 Q4 2010 Q1 2011 

GDP -14.8  1.3  1.6  4.6  6.8  

Private consumption -16.9 -4.5 -3.4 -1.6 5.5 

Public consumption -1.2 -3.4 -3.6 -3.1 1.0 

Fixed capital formation -39.1 0.0 20.2 17.3 38.3 

Exports -14.3 17.4 21.5 25.3 19.5 

Imports -29.4 17.9 20.2 31.4 26.7 

source: Eurostat 

During 2010, due to a growth in imports exceeding that 

of exports, net exports decreased its stimulating role in 

the growth of the GDP. From 2010 Q3, its contribution 

was negative. The economic recovery among the main 

trade partners of Lithuania: Germany, Russia, other Baltic 

states and Poland favoured maintaining the high growth 

of exports, particularly petroleum products, capital 

goods, pharmaceuticals and transport services. At the 

same time, imports accelerated following the economic 

recovery and a growth in investment.  

The economic growth accelerated in 2011 Q1, while 

showing a similar structure as prevailed in the Lithuanian 

economy before the crisis. The largest positive 

contribution to GDP growth in this period came from 

fixed investment (partly due to increase in infrastructure 

investment) and private consumption, while the 

deepening trade deficit led to the reduction of scale 

growth.  

Declining scale of fiscal consolidation, some 

improvements on the labour market and  increased 

transfers from abroad boosted revenue and, in effect, 

stimulated private consumption. By contrast, a further 

negative impact on consumption came from a stagnant 

domestic credit market.  Demand for loans was also 

limited by low income and uncertainty associated with 

the labour market and financial outlook.  

In 2011 Q1 due to faster growth in imports than in 

exports negative contribution of net exports enlarged. As 

in previous quarters, the intermediate goods were the 

most important import goods. Increase occurred also in 

the imports of capital and consumer goods associated 

with the growth in household expenditure. Exports also 

grew but at a slow er pace. Its growth was supporte d by 

increasing demand from eastern neighbours23 and the EU 

countries. In 2011 Q1, fuel exports grew due to an 

increase in their prices in world markets. Strong external 

demand led to significant increase in capacity utilisation 

in the export -oriented companies. 

The continuous growth in household spending is 

reflected in the annual growth in retail sales,  which has 

been on a rise since early 2011. In April, it rose to 7.3%, 

mainly due to increased sales of motor vehicles and 

clothing, as well as household appliances. 

After a rapid increase at the beginning of 2011, 

consumers' optimism slightly decreased in the following 

months, mainly due to high food and energy prices. April 

2010 brought about improvement in sub -indices 

describing expectations about the employment and 

households financial situation. On the other hand 

inflation expectations and plans for major purchases 

deteriorated. 

Industrial output continued its the upward trend started 

in 2010 Q2. Increasing foreign demand caused its growth 

to 14.8% y/y in  2011 Q1. The highest annual growth rate 

occurred in furniture, leather and metal products  

manufacturing. 

The increase in industrial output was associated with 

improved business sentiment in Lithuania. The growing 

optimism of businesses in 2011 Q1, is illustrated by a 

better growth outlook in industrial output, and next by 

outlook for competitiveness, employment and portfolio of 

orders.  

Following a deep slump24 in the first half of 2010 the 

situation on the real estate market shows stabilization . 

The end of the year saw new investment projects 

(construction output grew at ca. 16% y/y in 2010 Q4 - 

                                                 
23 According to WIIW Institute total exports of Lithuania to 
Russia, Ukraine and Belarus grew by 55% in 2010 in nominal 
terms. The 2011 saw a high demand of Belarus citizens for 
second-hand Western cars imported i.a. from Lithuania due to 
the anticipated growth in customs duties in  Belarus in July 
(following the establishment of customs union with Russia and 
Kazakhstan). 
24 In 2010 Q1 construction sector output fell by ca. 43%, 
continuing an abrupt downward trend of 2009 (declines by ca. 
40-50% occurred through 2009).  
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2011 Q1), whereas mortgage loans also became more 

available. On the other hand, many construction projects, 

abandoned during the crisis, remained so in 2010. Rental 

prices also recorded a further decline. 

Labour market  

In 2010, the unemployment rate in Lithuania reached its 

historical maximum (17.8%) 25 and, despite relatively 

rapid GDP growth, it remained high. According to the 

Lithuanian Statistical Office, in 2011 Q1 unemployment 

reached 17.2%. Given a difficult situation in the labour 

market, unemployment reduction may result from 

growing emigration.26  

In 2010  Its scale was not big - 5.1% in 2010 compared 

to 6.8% in 2009  During the year, the number of 

unemployed who have registered their own business has 

almost doubled. As of 2010 Q4 employment increased in 

some industries, such as transport, information and 

communication as well as in financial intermediation and 

insurance services.  

Inflation and labour costs  

Following disinflation in 2010 Q1, consumer prices in 

Lithuania accelerated in 2010 Q2, primarily fuelled by 

supply factors (high food and energy prices).  Only in 

January 2011, the upward trend was disrupted by the 

low base effect.  

In May 2011, as a result of  further increases in 

commodity prices, food27 and administered prices, HICP 

inflation reached 5.0% y/y - the highest level since April 

2009  

Table 5.2 
HICP and its components (in %, y/y)  

  
Q2 

2010 

Q3 

2010 

Q4 

2010 

Q1 

2011 

May-

11 

HICP  0.5  1.8  2.9  3.2  5.0  

Contribution to HICP growth rate (in pp)  

Food and beverages -0.5 0.3 1.2 1.9 2.8 

Housing 0.1 0.8 1.7 0.9 0.9 

Transport 0.7 0.6 0.6 0.8 0.8 

Restaurants and hotels -0.4 -0.4 -0.3 -0.3 0.1 

Restaurants and hotels -0.2 -0.2 -0.1 0.0 0.1 

source: Eurostat 

Core inflation in 2010 due to low demand pressure 
remained negative. However, it started to grow at the 
end of the year due to a faster recovery in the economy 
and buoyant consumption  In March 2011, it bottomed at 

                                                 
25 Long-term unemployed who sought work for over a year 
accounted for ca. 40% of total unemployed. Most of them 
displayed low qualifications. It is essential to conduct reforms in 
order to lower structural unemployment.  
26 In 2011 Q1, 14 thous. people migrated from Lithuania. At year 
end this figure may grow to 60 -65 thous. (with the population of 
ca. 2.9 m). Source: Spis dowodzi kurczenia siň Litwy [The 
Census shows Lithuania shrinking], Dziennik Gazeta Prawna 
16.05. 2011 Opening the labour market in Germany and Austria 
since 1 May 2011, and of Switzerland since June will prompt up 
further migration.  
27 Food prices hikes accounted for ca. 2/3 of inflation growth in 
2011 Q1. 

zero, and a month later reached a positive growth 
(0.1%).  

In 2010 Q4, for the first time since early 2009, wages 

increased in annual terms (the growth was higher in the 

case of export sector workers). Negative impact on real 

wage growth came from rising inflation.  Thus, unlike 

before the outbreak of the crisis - falling real wages 

(4.3%) coincided with an improvement in labour 

productivity (5.7%).  Along with economic recovery this 

moderated unit labour costs (ULC). 

Balance of payments  

The current account surplus dropped to 1.8% of GDP in 

2010 (from 2.6% a year earlier).  This decline resulted 

from the increase in the deficit on the income (cashing of 

earning profits by foreign investors) and goods  accounts. 

Meanwhile current transfers (partially due to the inflow of 

EU funds and remittances) and services (as a result of 

revenue growth from transport, tourism, construction)  

surpluses increased. In 2011 Q1 the current account 

recorded a deficit, mainly due to a further deterioration 

on goods and income accounts.  

In 2011 Q1 despite the recovery in the t ransport sector, 

due to increased foreign demand28, growth in exports of 

services was low. Continued upward trend persisted in 

exports of goods, primarily stimulated by exports of oil-

related products (approximately 22.5% of the total value 

of exports in 2010) and fertilizers.  The crisis did not 

affect the reorientation of exports - Russia, Germany, 

Latvia and Poland remained the major receivers of 

Lithuanian goods. However, growth occurred in the 

export to the Middle East.  

Table 5.3 
Balance of payments, net balance (in % of GDP, 4q moving 

average) 

  Q1 2010 Q2 2010 Q3 2010 Q4 2010 Q1 2011 

Current account  4.5  5.3  4.0  1.8  1.5  

Goods -3.5 -3.5 -4.0 -4.3 -4.6 

Services 2.2 2.7 3.3 3.6 3.2 

Income 1.4 1.1 0.0 -2.5 -2.8 

Current transfers 4.3 5.0 4.7 5.1 5.7 

Capital account  3.2  3.2  2.5  1.7  1.0  

Financial account  -8.0  -8.6  -6.7  -4.6  -4.1  

FDIs -0.8 -1.3 0.7 1.4 1.6 

Portfolio investments 7.8 8.1 8.5 5.1 -1.0 

Other investments  -13.8 -15.3 -14.6 -8.9 -3.1 

source: Eurostat 

As of 2010 Q3 the scale of the foreign capital outflow 

decreased, reflected in the declining deficit in other 

investments (mainly due to lower repayment of liabilities 

by the Lithuanian banking sector).  From 2010 Q3, FDI 

posted a net inflow, mainly as a result of higher 

reinvested earnings. After the record inflows of portfolio 

investments during 2010, 2011 Q1 saw their outflow , due 

to increased investment in foreign debt securities.  

However, foreign investors were still interested in 

                                                 
28 Transport accounts for ca. 2/3 of the services exports value.  



Analysis of economic situation in the countries of Central and Eastern Europe ï Lithuania  

National Bank of Poland ï July 2011 29  

Lithuanian government bonds - in 2011 Q1, Lithuania 

issued a tranche of USD-denominated Eurobonds.  

Interest rates and exchange rate  

Interest rates on the interbank market in the second half 

of 2010 and early 2011 remained stable and low thanks 

to financial system stabilisation and economic rebound - 

3M VILIBOR ranged between 1.4% - 1.7% (in the first 

week of April it was 1.4%).  In subsequent weeks, the 

rate rose to 1.66% (mid -May) due to monetary policy 

tightening in the euro area.29  

In the last months of 2010 the effective exchange rate of 

the lit strengthened (the lit appreciated against the 

currencies of trading partners and inflation rose since the 

second half of 2010).  

Fiscal policy  

The fiscal imbalance in Lithuania remained at a high level 

last year (7.1% of GDP as compared to 9.5% of GDP in 

2009) in spite of continuation of consolidation measures, 

and is going to be limited to 5.3% of GDP in 2011. 

Consolidation measures pursued this year include the 

extension of the freeze of wages in the public 

administration, as well as pension and disability benefits 

and a reduction of contributions transferred to open 

pension funds.30 

In 2012, i.e. within the period stipulated in the excessive 

deficit procedure, the budget deficit in Lithuania is 

planned to stand at 2.8% of GDP, and in the next two 

years it is expected to decrease at 1 pp. of GDP per year. 

The authorities plan to perform an expenditure review 

(including social transfers) next year, introduce measures 

to reduce pension benefits, improve the efficiency of 

state enterprises. However, the latest update of the 

Convergence Programme of Lithuania does not contain 

further details of proposals in this regard. Next year will 

see the expiry of temporary reduction of pensions (5%) 

and wages in the public sector, while the government 

may decide to extend them. According to the IMF 

estimates Lithuania should launch additional 

consolidation measures (ca. 1ı pp of GDP) to achieve 

the fiscal target for 2012 , for example by introducing 

taxation on property and motor vehicles.  Due to the 

parliamentary elections scheduled for the autumn 2012 

their adoption seems unlikely. 

Lithuania's public debt, with projected improved 

economic situation should gradually decrease, to reach 

35.4% of GDP in 2014, as compared to 38.2% of GDP in 

2010.  

 

 

                                                 
29 On a small Lithuanian interbank market, a change in liquidity 
position of one bank may already impact interest rates.  
30 Originally reduction in contributions transferred in Lithuania to 
open pension funds from 5.5% to 2% was implemented 
temporarily for 2009 -2010.  At the end of 2010 it was decided 
that this rate will remain at the reduced level. Once the fiscal 
situation improves, the contributions are to be restored at full 
amount. 

Forecasts  

According to the Bank of Lithuania, GDP growth in 2011 

may reach 5.6%, and a year later - 4.8% (this is a 

significant increase in the forecasts as compared with 

November last year). 

In 2011, most of buoyant economic growth will stem 

from investment rebuilding. The Bank of Lithuania 

expects that investment will increase this year by 17.9%. 

The fastest increase will occur in private investment in 

fixed assets.31 An additional incentive for public 

investment will derive from the expected increase in the 

use of EU funds (financing of infrastructure  projects and 

support for the growth of energy efficiency).  

Additionally, household expenditure is anticipated to 

resume a positive growth, while exports growth is 

expected to slow down. In subsequent years, the 

reconstruction of national consumption will stem from the 

expected improvement in the labour market 32 (lower 

unemployment, higher employment), consumer 

sentiment (possible reduction in savings rate), the 

gradual renewal of credit and reduction  the scale of fiscal 

consolidation. Consumption will grow, fostered by lower 

debt burden than in the neighbouring Baltic states. The 

autumn parliamentary elections may possibly further 

weaken fiscal restrictions in 2012. However, a relatively 

low real wage growth will have opposite impact.  

Export will grow thanks to the continuous prosperity 

among the recipient countries of Lithuanian exports, 

including the former USSR countries. The pace of export 

growth may be lower due to saturation of the target 

markets, lowering the competitiveness due to rising 

commodity prices and high base effect. Along with the 

reconstruction of domestic demand, imports of goods 

and services will also accelerate.  

Threats to growth are associated with a possible further 

increase in emigration and negative demographics. An 

increase in labour productivity associated with 

investment weakening may not be sufficient to 

compensate all the outflow of labour  force. Higher than 

expected increase in energy prices is another downside 

risk to economic growth. Possible reduction in global risk 

aversion, along with improving economic situation in 

Lithuania will contribute to higher capital inflows.  

Unemployment is expected to decrease in 2011-2012, 

most likely remaining relatively high. This would be 

related to low wages, often lower than unemployment 

benefits, which promotes the growth of employment in 

the informal economy.33 

                                                 
31 According to a survey conducted by the Lithuanian Institute of 
Free Market (LFMI) enterprises in 2011 intend to reinvest more 
(ca. ı of their earnings), and they also anticipate a growth in 
margins. 
32 It wil l however develop slowly due to a persistently high 
structural undemployement.  
33 LFMI respondents assessed the size of grey economy at 28% 
of Lithuanian GDP In 2010. A similar proportion is anticipated for 
2011. 
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According to the Bank of Lithuania forecasts the average 

annual inflation in 2011 may reach 3.8%, 34 continuously 

shaped by supply-side factors associated with high oil, 

gas35 and food prices on global markets. Along with the 

improvement in GDP and growth in domestic demand in 

Lithuania, prices of industrial products and services may 

also increase. Additional pressure may come from the 

expected expansion in lending to the private sector. 

Increased inflation may weaken the purchasing power of 

households, especially low-income ones. According to the 

Bank of Lithuania, in 2012 inflation should remain at 

3.9%. Core inflation over the forecast horizon of the will 

gradually increase along with closing of the output gap.  

Bank of Lithuania expects the current account deficit of 

1.2% of GDP in 2011, mainly due to growing deficit in  

the goods. The opposite effect will stem from the inflow 

of current transfers. Expected further steepening in the 

deficit in goods (reduced growth rate of exports) is 

expected to increase the current account deficit in 2012 

to 1.8% of GDP. 

Table 5.4 
Forecasts of main macroeconomic indicators 

 
LB EC IMF 

Consensus 
Economics 

05.2011 
(11.2010) 

05.2011 
(11.2010) 

04.2011 
(10.2010) 

06.2011 
(12.2010) 

GDP, in %, y/y  

2011 5,6 (3,1) 5,0 (2,8) 4,6 (3,1) 4,7 (2,7) 

2012 4,8 4,7 (3,2) 3,8 (2,6) 3,8 

   3,7 (3,3)   

Inflation, in %, y/y  

2011 3,8 (2,3) 3,2 (2,3) 3,1 (1,3) 3,8 (2,0) 

2012 3,9 2,4 (2,7) 2,9 (1,3) 2,9 

   2,7 (1,5)   

Curr ent account balance, in % of GDP  

2011 -1,2 (-0,4) 0,2 (1,3) -0,9 (0,2)  

2012 -1,8 -0,6 (1,0)  -2,9 (-0,6)  

   -3,0 (-1,8)  

LB - Lietuvos bankas 

 

                                                 
34 Keeping inflation at low levels is particularly important in 
connection with plans to adopt the euro in Lithuania in 2014.  
35 Price rise for gas supplies to Lithuania, planned by Gazprom 
may also be a growth factor.  
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Contribution to GDP growth (in pp, y/y)  

 

HICP and its components (in %, y/y)  

 

Retail sales (in %, y/y) and consumer sentiment index  

 

Industrial production (in %, y/y) and business sentiment index  

 
Current account and its components (in % of GDP, 4-quarter moving 

average) 

 

Financial account balance and its components (in % of GDP, 4-quarter 
moving average) 

 
Unemployment rate (%) and employment growth rate (in %, y/y)  

 

General government debt and deficit (in % of GDP) 

 

Source: Eurostat, CSOs
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 LATVIA  

 

Economic growth  

Since the second half of 2010, the Latvian economy has 

been again in a growth phase. However, this increase failed 

to offset the decline of the first 6 months of that year, 

resulting in 2010 being the third consecutive year of decline 

in Latvian GDP. The upward trend persisted in 2011 Q1, but 

the pace of recovery was slower here than in other Baltic 

states.  

Table 6.1 
GDP and its components (in % y/y)  

 2009 2010 Q3 2010 Q4 2010 Q1 2011 

GDP -18.0  -0.3  2.6  3.5  3.2  

Private consumption -22.5 -0.1 3.5 5.8 3.6 

Public consumption -9.2 -11.0 -6.1 -9.1 0.2 

Fixed capital formation -37.7 -19.5 -11.8 0.1 14.5 

Exports -13.9 10.3 15.4 13.7 15.1 

Imports -34.2 8.6 12.8 15.8 18.8 

source: Eurostat 

Since the beginning of 2010, the annual growth in private 

consumption in Latvia increased to achieve positive values 

already in the second half of 2010. Throughout 2010, the 

contribution of private  consumption to GDP growth 

remained however slightly negative (-0.1 pp.). The 

increasing growth in consumption was mainly due to the low 

base from 2009, when it fell by as much as 22.5%. 

Consumption growth was slowing down by fiscal 

consolidation, which continued for another year and 

changed the behaviour of consumers (building savings at 

the expense of reduced consumption). Continuation of fiscal 

tightening was much more evident in the case of public 

consumption. In 2010, it declined by as much as 11%, 

which means the second consecutive year of strong decline 

in public consumption. 2011 Q1 brought about a further 

growth in private consumption and also a slight increase in 

public consumption. 

Gross fixed capital formation remained in 2010 the category 

with t he highest negative impact on GDP growth. As 

compared to the corresponding period of 2009, the 

investments were nearly 20% lower. The second half of 

2010 apparently reversed the downward trend in 

investments that had taken place in Latvia since 2007. 

Whereas their annual growth gained momentum in 2010 

Q3, it remained negative. In the next quarter for the first 

time since 2007 there was a rise in investment in annual 

terms. It  accelerated even further in the first quarter of 

2011. Fixed capital formation boost in the second half of 

2010 and 2011 Q1 concentrated in the investments in 

manufacturing and warehouse facilities, which could forerun 

hikes in other categories of investment in the coming 

quarters. However, it seems that in order to fully exploit the 

investment potential of Latvia, the return of foreign 

investors seem to be necessary. Regaining their confidence, 

however, depends on a successful completion of the process 

of economic reforms, particularly fiscal consolidation. 

The limiting factor  of domestic demand growth in Latvia in 

2010, was a continuous fall in the lending of commercial 

banks. The value of loans to both households and private 

enterprises featured a steady decrease, which does not 

indicate lending to recover in Latvia in a short term.  A small 

increase in the number of loans was visible only for the 

public sector, both general government sector and state-

owned enterprises. 

GDP growth was positively impacted by only one category of 

national accounts, namely inventories. Their contribution t o 

annual GDP growth, however, decreased significantly in the 

second half of 2010 (it amounted to respectively 6.6 and 3.0 

pp. in the first and second half of 2010). In other words, the 

process of rebuilding stocks by Latvian companies begins to 

slow down, which should also be observed in 2011 Q1. 

Exports remained a driving force of the Latvian economy in 

2010, propped up mainly by the growing demand from the 

EU-15. The increase in exports, demand for raw materials, 

and slowly rebuilding domestic demand brought about a 

growth in imports in the second half of last year. As a result, 

the contribution of net exports to GDP growth in the second 

half of the year began to fall, to turn negative in Q4.  As a 

result of a rapid growth in imports in 2011 Q1, the negative 

contribution of net exports  increased further.  

After a period of a strong decline in 2009, retail sales in 

Latvia began to rise slightly in early 2010. This increase 

concentrated in durable goods, e.g. in 2010, the number of 

newly registered cars rose by more than 32% y/y.  The 

increase in retail sale in Latvia was disproportionately high in 

relation to the scale of improvement on the labour market in 

2010. The structure of consumer spending in this period 

(especially on durable goods) suggests that the increase in 

consumer expenditure in Latvia was caused by major 

purchases, financed from the funds saved during the crisis. 

This trend reversed in 2010 Q4, when the continuation and 

even exacerbation of fiscal tightening was announced. This 

information rapidly dampened consumption sentiment 

among Latvians. In addition, higher energy and food prices 

resulted in reduction in households real disposable income. 

In 2010 Q4 and 2011 Q1, the value of retail sales 

decreased, which affected especially durable goods. 

Indicators of consumer optimism developed similarly. The 

first three quarters of 2010 saw its rise.  Most of this growth 

reflected the rise in the sub-indices describing the condition 

of Latvian economy (current and expected in the upcoming 

months), as well as householdsô financial standing. In Q4 

this trend reversed, which resulted mainly from a decrease 

in expectations about future income and financial situation 

of households. 
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The volume of industrial production sold in 2010 was more 

than 13% higher than in the corresponding period of 2009. 

The increase in industrial output was primarily a result of the 

increase in external demand. For this reason, the biggest 

increase in production was observed in the case of capital 

and intermediate goods (such as paper, wood products, 

metals, machinery and equipment as well as means of 

transport).  In 2010 Q4, output growth declined, and its 

value even decreased in 2011 Q1. This was due to the 

weakening of both domestic and foreign demand, which 

was most noticeable in the chemical and rubber industries, 

as well as in electrical equipment manufacture. 

Business confidence index in Latvia, which had been 

increasing rapidly until 2010 Q2, halted in the second half of 

2010. Whereas the industrial trade portfolios continued to 

expand in the second half of 2010 and 2011 Q1, their 

growth decelerated. At the same time, entrepreneurs voiced 

increasing concerns about prospective output in view of a 

growth in of current inventories.  

Labour market  

The situation in the labour market in Latvia gradually 

improved during 2010. Between 2009 Q4 and 2010 Q4 the 

harmonised unemployment rate fell from over 20% to 

17.2%. Despite this improvement, it remained among the 

highest in the region (along with Lithuania), and also 

throughout the EU (along wit h Spain).  

As of 2010 Q2, the downward trend in employment, which 

could be observed in Latvia since early 2008, has been 

reversed. In 2010 Q3 and Q4, the annual growth rate of 

employment was positive for the first time since mid -2008 

(2.1% y/y in 2010 Q4).  Employment growth could be 

observed in almost all sectors of the economy. The number 

of employed increased both in industry, construction and in 

most services. It declined only in the public administration , 

which was an effect of continued fiscal tightening. Lack of a 

clear recovery in the retail trade also caused a further 

decline of employment in this sector  

Inflation and labour costs  

Annual HICP inflation rate in Latvia in January-July 2010 

was negative, and the lowest in the region.  In the second 

half of 2010, as in other CEE countries, the growth of 

consumer prices soared, to amount to 2.4% in December.  

In the first four months of 2011   inflation in Latvia continued 

to increase, to reach 4.8% in May 2011.  

Table 6.2 
HICP and its components (in %, y/y)  

  
Q2 

2010 
Q3 

2010 
Q4 

2010 
Q1 

2011 
May-
11 

HICP  -2.3  -0.3  1.7  3.8  4.8  

Contribution to HICP growth rate (in pp)  

Food and beverages  -0.5 0.4 1.5 2.1 2.6 

Housing -0.6 0.6 0.7 1.2 1.0 

Transport 0.5 0.4 0.7 0.8 0.8 

Restaurants and hotels -0.4 -0.4 -0.2 -0.1 0.3 

Restaurants and hotels  -0.6 -0.5 -0.2 0.0 0.2 

source: Eurostat 

The increase in inflation in Latvia in the second half of 2010 

was mainly caused by the supply-side factors - rising food 

and energy prices. Inflation in 2010 received also a boost 

from increases in administrated prices (especially heat 

energy and gas). January 2011 saw a surge in inflation in 

Latvia, due to VAT increase (from 21% to 22%). As 

estimated by the Bank of Latvia, in its effect, the inflation 

rate rose by 1.3 pp. Additionally, in 2011, energy and food 

prices continued their rapid growth . 

Increase in VAT, rising prices of energy and fuels, which 

began to be translated into other c ategories of goods and 

services. Along with visible improvement in the labour 

market it began to translate into an increase in core inflation 

in Latvia. Although still negative in 2011, it rose significantly 

over late 2010 to reach -0.3% in April 2011,up from -2.6% 

in December 2010. 

A downward trend in nominal wages in Latvia persisted in 

2010. An average wage fell by 5.5% compared to 2009. 

Decline affected both industry and services sector. Public 

finance austerity plan weighted on the wages in this sector, 

which used to rank among highest in the whole economy.  

Wage declines occurred mainly in the first half of last year, 

while in the second half wages already started to increase 

slowly. Q4 saw even nominal wage edge slightly up in 

annual terms (0.1%).  

Growth in unit labour cost (ULC) in Latvia accelerated in the 

second half of 2010, but still remained negative. Despite 

wages rising in Latvia in the second half of last year, labour 

productivity continued to grow at a faster pace.  

Balance of payments  

The current account surplus in Latvia, after reaching a 

record 10.6% of GDP in the first quarter of 2010 (moving 

average for 4 quarters), decreased significantly in the 

subsequent quarters of 2010. Throughout 2010, it already 

amounted to only 3.6% of GDP, whereas 2010 Q4 shifted 

current account into deficit, for the first time since 2008. 

The deficit further increased in 2011 Q1. 

Foreign trade turnover in Latvia grew significantly in 

2010. Rise in exports (28%) and imports (20%) reduced 

goods deficit from 7.1% in 2009 to 6.4% of GDP in 2010. 

Growing demand from major trading partners of Latvia, 

as well as increase in the competitiveness of Latvian 

exports (internal devaluation) primarily contributed to 

rapid restoration of exports,  which grew most in wood and 

paper industry, metallurgical, chemical industries, 

manufacturing of machinery and equipment and electronic 

devices. Following the increase in exports, demand 

intensified for intermediate and capital goods, which 

especially in the second half of 2010,  resulted in a marked 

increase in imports of these goods. In 2011 Q1 the deficit 

on the goods account rose as a result of faster growth in 

imports than in exports.  

Both the services and current transfers accounts in 2010, 

consistently showed a surplus, which remained broadly 

stable over the year. The surpluses continued at the same 

level also in 2011 Q1. 
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Most of decline in the positive current account balance came 

from a rapid income account deterioration. In 2009 it s 

balance amounted to 6.3% of GDP, and in 2010 only 0.2% 

of GDP, to reach already a deficit (-1.0% of GDP) in 2011 

Q1. This resulted from an increase in foreign-owned 

enterprisesô profits, which led to the growing outflow of 

income from foreign investments in 2010 and 2011 Q1. 

Table 6.3 
Balance of payments, net balance (in % of GDP, 4q moving 

average) 

  Q1 2010 Q2 2010 Q3 2010 Q4 2010 Q1 2011 

Current  account  10.6  8.6  6.5  3.6  2.0  

Goods -6.2 -6.0 -6.0 -6.4 -6.5 

Services 6.1 6.3 6.3 6.2 6.1 

Income 6.8 4.7 2.7 0.2 -1.0 

Current transfers 3.9 3.6 3.5 3.6 3.4 

Capital account  2.5  2.2  2.3  1.6  0.9  

Financial account  -14.0  -10.6  -8.8  -5.3  -2.9  

FDIs -0.5 0.5 0.3 1.4 3.5 

Portfolio investments 0.8 0.7 0.5 -0.8 -2.8 

Other investments  -2.8 2.2 -2.9 -1.0 -4.8 

source: Eurostat 

The year 2010 significantly reduced the scale of foreign 

capital outflow from Latvia.  The outflow of capital was due 

to repayment of lo ng-term liabilities by Latvian businesses 

(both in the financial and non -financial sector), showed on 

the other investment account (-1.0% of GDP in 2010). On 

the other hand, the scale of related capital outflow was far 

smaller than in the two preceding years. The balance of 

portfolio investments, which had shown a surplus in 2009, 

decline markedly in 2010. Foreign direct investments were 

the only category where the inflow to Latvia in 2010 was far 

greater than the outflow. Net inflow of direct investment  

increased especially in the second half of 2010, when the 

inflow of capital transfers was supplemented by reinvested 

earnings. In 2011 Q1 foreign capital again resumed its 

outflow from Latvia.  Although the inflow of direct 

investment grew at the same time portfolio and other 

investments deficit widened, among others due to a much 

smaller transfer of funds under the Cohesion Fund, 

compared with 2010 Q1.  

Interest rates  

As other Baltic states, Latvia experienced a considerable 

decrease in interest rates on the interbank market, resulting 

primarily from its over -liquidity. The 3M Rigibor rate 

decreased from almost 8% in early 2010 to less than 1% in 

December.  In the first five months of 2011 interest rates 

remained low. In May, 3M Rigibor fell to its historical low of 

0.79%. Following a strong decline in 2010 (from 15.5% in 

January to 7% in December), yields on Latvian bonds have 

remained at a low level also to date in 2011, which can be 

regarded as signs of stabilization on Latvian financial 

markets.  

After a real effective exchange rate depreciation in 2010 (as 

a result of the so-called. "internal devaluation") in 2011, the 

lat has started to appreciate against the currencies of major 

trading partners. Over December 2010 - April 2011 CPI-

deflated REER appreciated by 2.5%.  This resulted primarily 

from the rapid growth in inflation in Latvia, as of early 2011.  

Fiscal policy  

In 2010, fiscal consolidation in Latvia continued , in 

accordance with the terms of the EU and IMF assistance 

package. In 2010 the general government deficit 

amounted to 7.7% of GDP as compared to 9.7% of GDP 

in 2009. The total magnitude of the consolidation 

measures was ca. 4.0% of the GDP (distributed evenly 

on the revenue and the expenditure side), accompanied 

by a negative impact on fiscal balance related to 

providing support to the banking system (2.3% of GDP 

compared to 1.1% of GDP in 2009). 

In mid -April 2011 Latvian Parliament amended the 

Budget Act for 2011. Accordingly, the general 

government deficit target was set at 4.2% of GDP 

compared to 5.4% of GDP planned before and the limit 

of 6.0% of GDP, set forth in the EU and IMF assistance 

package. The revised budget reflected the concerns of 

the IMF and the European Commission about budget 

execution in 2011, i.a. as a result of optimistic eco nomic 

assumptions and expected growth of tax revenues due to 

combating smuggling and shadow economy. Budgetary 

revenue estimates were adjusted upwards (about Ĳ% of 

GDP), followed by a slight increase in expenditure 

limits36 (0.2% of GDP). At the same time i t was decided 

to raise the excise tax and VAT on natural gas (from 12% 

to 22%) 37, and maintain cuts on social security 

payments (till 2012), sickness, maternity and 

unemployment benefits(to 2014).  

Thanks to improving fiscal situation in Latvia the scale of 

consolidation measures in subsequent years could be 

reduced. The general government deficit is to be reduced 

below 3% of GDP in 2012 (2.5% of GDP), i.e. the 

deadline imposed under excessive deficit procedure. The 

proposed adjustment measures for 2012, estimated at 

ca. 1.1-1.3% of GDP, include the further sealing of the 

tax system and property tax increases, limiting 

expenditure on salaries and subsidies (i.a. airport in Riga, 

support of the social activities carried out by local 

government units) and debt i ncurred by local 

government sector related to infrastructure projects. In 

addition, no indexation of pension and disability benefits 

will be implemented before late 2013. The government of 

Latvia is not planning currently to postpone further the 

increase in the rate of contribution transferred to funded 

                                                 
36 Supporting producers of bio-components in the amount 
payable for 2010. 
37 Measures entered in force mid-year. The changes also apply 
to increases in game tax rates and to eliminating the reduced 
VAT rate on natural gas. The list of measures in force since 2011 
includes an increase in VAT (standard rate from 21% to 22%, 
reduced rate from 10% to 12%; followed by abolishment of 
some preferences in VAT), property tax, excise duties (including 
the elimination of tax relief for bio -components) and the rates of 
social security contributions paid by employees (from 9% to 
11%). By contrast, the r ate of personal income was reduced 
(from 26% to 25%).  
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pension scheme.38 Until August this year, the strategy 

should have been developed concerning social security 

system. Fiscal consolidation should be facilitated by the 

strengthening of medium-term budgetary fr amework. 

Starting from 2013, caps on expenditure and budget 

deficit will be binding for all the years covered by the 

multiannual plan. 

Due to a significant deterioration in fiscal balance as a 

result of the economic crisis and the need to apply for 

financial support to international institutions, public debt 

increased sharply in Latvia. At the end of 2010 it 

amounted to 44.7% of GDP compared with 9.0% of GDP 

in 2007. At the end of this year the assistance package 

expires. It will not be renewed due to the a bsence of 

threats to the functioning of the Latvian economy. In 

June this year, for the first time since 2008, Latvia held a 

foreign bond issue. The authorities plan to raise funds in 

advance to repay foreign currency loans related to the 

EU and IMF assistance package (approximately EUR 4.5 

billion), the largest amount due in 2014 and 2015 Thus, 

despite the improving economic situation and reduction 

of the general government deficit in subsequent years, 

Latvia's public debt will increase to 52% of GDP in 2014, 

and in 2015 will decline to 45% of GDP. 

Forecasts  

According to forecasts by the European Commission, 

Latvia's GDP in 2011, after 3 years of decline, may 

increase by 3.3%. The economic recovery will result 

primarily from the expected strengthening of do mestic 

demand. Projections indicate a growth acceleration in 

private consumption, despite the lack of clear 

improvement in the labour market.  Gross fixed capital 

formation should also resume a path of rapid growth.  

Continued fiscal consolidation will most likely lead to a 

further decline in public consumption.  The process of 

rebuilding of inventories, which was one of the main 

growth contributors in previous years, is also due to be 

completed.  The impact of net exports on GDP growth 

should decline slightly, due to slower than in 2010 export 

growth.  In 2012, the trends in the Latvian economy will 

be similar, with even higher contribution of domestic  

demand, both of consumption and investment.  

Annual HICP growth in 2011 should clearly increase, due 

to the sustained effect of increases in indirect tax rates in 

January 2011. Inflation will rise in 2011, stimulated by 

intensifying inflationary pressures associated with 

increased households spending. In 2012, inflation should 

decline as the above base effect wanes and prices 

stabilise on energy and food markets.  

The current account surplus which was built in 2009 and 

persisted in 2010 should disappear in 2011. The current 

                                                 
38 At the end of 2010 the authorities resolved to postpone 
increase in contributions transferred to funded pension scheme 
to 2013. Originally they were to be raised from 2% to 4% in 
2012 and since 2013 to 6%. It should be noted that since 2013 
the original amount of contributions transferred to the second 
pillar of the pension system, i.e. 8% of the basis, will not be 
restored.  

account deficit is to be further deepened in the next 

year, yet not even approaching the pre -crisis level (over 

20% of GDP). The widening of the deficit on goods and 

income account should be the main drivers of growth in 

external imbalances in Latvia in the coming years.  

Table 6.4 
Forecasts of main macroeconomic indicators 

 
MF EC IMF 

Consensus 
Economics 

04.2011 
(11.2010) 

11.2010  
(05.2010) 

04.2011 
(10.2010) 

06.2011  
(12.2010) 

GDP, in %, y/y  

2011 3,3 (3,3)  3,3 (3,3) 3,3 (3,3)  3,6 (2,9) 

2012 4,0 (4,0)  4,0 (4,0)  4,0 (4,0)  3,8 

2013   4,0 (4,0)   

Inflation, in %, y/y  

2011 3,5 (1,1)  3,4 (1,1) 3,0 (0,9) 4,1 (1,7) 

2012 2,0 2,0 (1,8)  1,7 (1,0)  3,1 

2013   1,7 (1,2)   

Current account balance, in % of GDP  

2011  -0,3 (-0,5) 2,6 (2,9)  

2012  -1,6 (-2,9) 1,5 (0,8)   

2013   -0,3 (-0,2)  

MF ï Ministry of Finance 
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Contribution to GDP growth (in pp, y/y)  

 

HICP and its components (in %, y/y)  

 

Retail sales (in %, y/y) and consumer sentiment index  

 

Industrial production (in %, y/y) and business sentiment index  

 
Current account and its components (in % of GDP, 4-quarter moving 

average) 

 

Financial account balance and its components (in % of GDP, 4-quarter 
moving average) 

 
Unemployment rate (%)  and employment growth rate (in %, y/y)  

 

General government debt and deficit (in % of GDP) 

 

Source: Eurostat, CSOs
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 POLAND  

 

Economic growth  

In 2010, the GDP in Poland grew by 3.8%, which, apart 

from Slovakia, was the fastest in the region However, the 

GDP growth composition differed significantly from other 

countries in Central and Eastern Europe. Private 

consumption played important role in the recovery. While 

external demand contributed to growth to a lesser 

extent.  

Table 7.1 
GDP and its components (in % y/y)  

 2009 2010 Q3 2010 Q4 2010 Q1 2011 

GDP 1.8  3.8  4.6  3.9  4.3  

Private consumption 2.2 3.1 3.5 3.5 3.5 

Public consumption 1.9 4.0 3.7 4.9 2.1 

Fixed capital formation -0.8 -1.0 0.4 1.7 6.8 

Exports -9.5 10.0 8.5 7.3 5.8 

Imports -13.5 11.6 9.5 11.3 6.2 

source: Eurostat 

Economic growth in Poland in 2010, was in 50% due to 

the increase in household spending. The GDP growth  of 

3.0% y/y was the fastest in the region, whose average 

GDP growth decreased for the second consecutive year 

by 1.4%. Along with Sweden, the GDP growth was the 

fastest in the entire European Union. The growth in 

private consumption accelerated significantly in the 

second half of 2010 and was close to its long-run 

average. The growth in consumer demand can be 

attributed to an improvement in disposable income of 

households, which resulted from surge in compensation 

of employees. Public sector expenditure also accelerated 

compared with 2009.  

In 2010, gross fixed capital formatio n fell at a similar 

pace as in the previous year. Significant reduction in 

gross fixed capital formation throughout the year came 

from adverse weather conditions in 2010 Q1. However, 

fall in investments reversed in the second half of 2010. 

This was due to a rapid acceleration in investments of 

the general government, large and medium-sized 

companies. In 2010 Q4, gross investment growth was 

stimulated i.a. by housing. In the beginning of 2010, 

enterprises started to rebuild their inventories, as a result 

of which the contribution of the stock increases to GDP 

growth was then positive and significant (greater than of 

other components of GDP). 

The upward trend in exports has continued since 2009 

Q4. However, in the second half of 2010, this trend 

weakened, which was due to slower the growth in 

demand among major export partners. In late 2009 they 

implemented fiscal austerity measures, which.in turn 

contributed indirectly to deceleration in household 

expenditures. Since consumer goods account for over 

30% of exports to the EU-15 countries, i.e. much more 

than the average in other CEE countries, this fiscal 

tightening in the Western European economies s likely to 

exerted a severe impact on demand for Polish exports. 

Due to the recovery of external demand, industry was 

the fastest growing economic sector in 2010. Other 

export-related industries also experienced rapid growth, 

including in particular transport.  

Given a high contribution of imports in the output for 

foreign markets, the rise in exports (as well as stoc k 

rebuilding) stimulated import demand. It started to 

increase on an annual basis in the beginning of 2010. In 

addition, the growth of imports in the second half of 

2010 was also stimulated by the acceleration of 

consumer demand. As a result, imports grew faster than 

exports, which caused trade deficit to widen and a net 

exports to contribute negatively to GDP growth. Thus, 

Poland ranked among a few EU countries, with imports 

rising faster than exports. This was due to faster 

economic growth in Poland compared to a vast majority 

of its trading partners. In addition, faster import growth 

derived from the appreciation of the zloty, which took 

place in the whole of 2010.  

Relatively fast GDP growth persisted in 2011 Q1. 

Domestic demand remained the main factor of economic 

growth, fuelled by accelerated growth of investments, 

sustained growth in consumption and further increase in 

inventories . 

The growth of private consumption remained relatively 

rapid in 2011 Q1, even though inflation was high, 

consumer loans had been declining and there had been 

some intertemporal substitution in consumer demand 

between late 2010 and early 2011 because of anticipated 

VAT rates changes as of 2011. Presumably, the labour 

market improvement may have significantly impacted 

consumption growth as well. Meanwhile, public 

consumption slowed down significantly.  

Investments continued to recover in 2011 Q1. At the 

same time, companies continued to rebuild their 

inventories, so that this category retained a positive 

contribution to GDP growth. On the other hand, a 

slowdown occurred in both exports and imports, with 

much stronger deceleration in the growth of imports. As 

a result, net exports decreased their negative 

contribution to GDP growth. 

In the period from January to April 2011, retai l sales 

gained further momentum. Throughout the period the 

sales boosted in certain categories of durable goods 

(furniture, electronics, household appliances) and non-

durable goods other than necessities, which can reflect a 

broad-based revival in consumer demand. 

Economic studies indicate still relatively weak consumer 

confidence. Since early 2011, all (except for changes in 

the level of unemployment) components of consumer 

confidence indicators have been lower than previous 

year. In particular, consumers systematically decreased 
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their willingness to make major purchases. Relatively 

weak sentiment, however, did not translate into 

slowdown in private consumption, which seems can be 

attributed to an improvement in the labour market.  

Data on industrial product ion growth and trade portfolio 

point to an improvement in the sector, although recently 

these indicators have somewhat declined. Also the recent 

drop in PMI may indicate that the recovery in industry 

might have weakened somewhat. 

Labour market  

As economic growth rebounded, demand for labour 

increased, and employment growth accelerated. In 2011 

Q1, employment rose by 2.1% (against an increase of 

1.1% in 2010 Q4).  Seasonally-adjusted harmonised 

unemployment rate was 9.3% in April down 0.2 pp from 

December 2010. As unemployment rate levelled off, the 

number of newly registered unemployed trended down.  

Inflation and labour costs  

The Harmonised Index of Consumer Prices (HICP) in 

year-on-year terms has clearly accelerated since early 

2011.  In January 2011, prim arily due to increases in VAT 

rates, inflation rose to 3.5% (from 2.9% in December 

2010). Higher inflation in the following months originated 

from steadily rising food prices, which was largely due to 

an unfavourable supply situation in the domestic market  

for fruits, vegetables and cereals and a strong upward 

trend in prices of agricultural and energy commodities in 

global markets. The growth in inflation also drew from 

increases in administered prices of energy for 

households. In May 2011, the annual HICP rose to 4.3%.  

Core inflation (excluding food and energy prices) 

increased from 1.1% y/y to 2.0% y/y. The growth rate 

was fuelled by price increases in most groups of goods 

and services. In January and February, it was associated 

with the above-mentioned rise in VAT rates, as well as 

the increase in administered prices of services related to 

housing. In the following months, the acceleration of 

core inflation was mainly due to higher prices of clothing 

and footwear, as well as the increase in prices of services 

in restaurants and hotels (partly linked to rising food 

prices) and prices of transport services (partly associated 

with an increase in fuel prices), and in May this year, also 

with an increase in the prices of medical services.  

Table 7.2 
HICP and its components (in %, y/y)  

  
Q2 

2010 
Q3 

2010 
Q4 

2010 
Q1 

2011 
maj-
11 

HICP  2.5  2.1  2.7  3.6  4.3  

Contribution to HICP growth rate (in pp)  

Food and beverages 0.2 0.6 1.0 1.3 1.8 

Housing 0.5 0.6 0.7 0.9 1.0 

Transport  0.5 0.2 0.4 0.5 0.5 

Alcoholic beverages and tobacco 

products 
0.7 0.4 0.4 0.4 0.3 

Other 0.3 0.2 0.1 0.2 0.3 

source: Eurostat 

Acceleration of inflation observed since 2010 Q4 may 

indicate the increasing demand pressures in the 

economy.  

After a clear acceleration in 2010 Q4, the growth rate of 

nominal wages in the economy declined in 2011 Q1. The 

pace of wage growth in enterprises in this period 

remained moderate. Amidst high inflation, real wage 

growth in the economy and the corporate sector 

oscillated around zero.  

Due to the faster increase in the number of the 

employed, labour productivity in the economy in 2011 Q1 

grew slower than in previous quarters.  The parallel 

decline in wage growth, however, resulted in a decline in 

unit labour costs as against 2010 Q4. However, this 

growth was signif icantly faster than in the previous four 

quarters.  

In April 2011 ï for the first time since July 2009 ï unit 

labour costs in industry rose in year-on-year terms. Unit 

labour costs in industry decelerated their fall mostly 

because labour productivity rose more slowly in recent 

months and wages markedly accelerated in April.  

Balance of payments  

As the economy continued to recover, the negative 

current account widened, affected mainly by a growing 

trade deficit in goods. The wider foreign trade deficit 

reflected a higher demand for imported goods amidst 

economic recovery and also, to some extent, 

deteriorating terms-of-trade (due to a higher import 

prices of raw materials). Sound corporate earnings, in 

turn, translated into higher income of foreign owners, 

and a revenue deficit in the current account.  

The deficit in current account (in terms of four 

consecutive quarters) increased to 4.5% of GDP in 2010 

(compared to 3.9% in 2009). At the end of 2011 Q1, the 

deficit widened to reach 4.6% of GDP.   

At the same time, increased use of EU funds to finance 

investment projects accounted for a strong inflow of 

funds onto the capital account.  

Table 7.3 
Balance of payments, net balance (in % of GDP, 4q moving 

average) 

  Q1 2010 Q2 2010 Q3 2010 Q4 2010 Q1 2011 

Current account  -3.8  -3.8  -4.3  -4.5  -4.6  

Goods -1.7 -1.9 -2.0 -2.4 -2.5 

Services 1.0 0.9 0.9 0.7 0.8 

Income -3.8 -3.6 -3.8 -3.6 -3.6 

Current transfers 0.7 0.8 0.7 0.8 0.6 

Capital account  1.4  1.3  1.6  1.8  1.9  

Financial account  9.7  9.8  9.7  8.0  8.6  

FDIs 2.4 2.2 1.3 0.7 0.3 

Portfolio investments 5.5 5.4 5.8 5.4 3.9 

Other investments 1.8 2.2 2.7 2.1 4.5 

source: Eurostat 

According to the financial account, in 2010 Q4, net inflow 

of capital to the Polish was dominated by portfolio 

investment, with shares and equities playing an 

important role. However, in 2011 Q1 most of net capital 
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flowed to companies in the form of so -called other 

investments. Data for 2010 Q4 and 2011 Q1, indicate a 

high foreign direct investment inflows to Poland.  Polish 

direct investment abroad increased at that time.  

Interest rates and exchange rate  

Since early 2011, the MPC(l?) raised NBP policy rates four 

times by a total of 1.00 pp ., taking the reference rate to 

4.50%. Interest rate increases, each by 0.25 pp . took 

place at meetings in January, April, May and June 2011.  

NBP interest rate increases translated into a 

corresponding increase in the interbank market rates. At 

the same time a tendency prevailed to reduce the spread 

between the interest rate on interbank deposits and the 

OIS (Overnight Index Swap) rate. Though the spread 

narrowed, the interbank market continuously 

underperformed, and banks took a primary recourse to 

interbank operations with the shortest maturities.  

In the first half of 2011, nominal exchange rate of the 

zloty appreciated against the U.S. dollar by 7.2%, while it 

weakened against the euro and Swiss franc by 

respectively 0.5% and 2.9%. The Swiss franc, considered 

a safe and stable currency also strengthened against the 

U.S. dollar and the euro.  

After the interim depreciation in mid-March, amidst 

higher insecurity in the financial markets in the aftermath 

of natural disasters in Japan, the zloty was gradually 

strengthening. The zloty appreciation was fuelled by the 

NBP interest rate increases and the launch by the 

Ministry of Finance of the programme to exchange a part 

of transfers from the European Union on the currency 

market. In the second half of May and in June 2011, the 

zloty weakened due to increased concerns about the 

fiscal situation in some euro area countries and the 

related sale of high-beta currencies, including the zloty. 

Fiscal policy  

In 2010, the general government deficit in Poland 

deteriorated further , from 7.3% to 7.9% of the GDP. 

Along with Slovakia, Poland posted last year the largest 

fiscal imbalance among the CEE-countries. This situation 

was attributable to lower than expected current taxes on 

income and wealth (including greater than expected 

impact of economic slowdown on corporate tax 

settlements) and higher ratio of public spending in 

relation to GDP, especially marked in capital expenditure, 

co-financed by EU funds and the amounts disbursed to 

mitigate the effects of floods.  

In 2011 the general government deficit in Poland is 

expected to decline to 5.6% of GDP, whereas in 2012 it 

will drop by almost a half, to 2.9% of GDP. Over the next 

two years, the fiscal imbalance reduction is estimated at 

0.5% of GDP each year. Consolidation measures on the 

revenue side concern in particular reduction of 

contribution transferred to the second pillar of the 

pension scheme39 and implementation of temporary 

changes in the VAT (i.e. increase of rates in 2013 by 1 

pp;40 exclusion of VAT deduction on the purchase of 

passengers cars classified as goods vehicles and fuel 

consumed by them until 2013). With a view t o 

constraining government spending, temporary 

expenditure rule will be implemented. It will cap growth 

of central budget discretionary and new mandatory 

spending items at the level not exceeding CPI+1 pp . This 

rule will be effective  until the correction o f the excessive 

deficit. A permanent expenditure rule is now under 

preparation, which will aim at stabilizing the general 

government balance at the level of  medium-term 

budgetary objective (i.e. maintaining the structural deficit 

below 1% of GDP). Adjustment on the expenditure side 

will also stem, i.a., from freezing the wages in central 

government sector in 2011 and 2012 (except teachers). 

Fiscal balance will also improve due to the phasing out of 

early retirement and the introduction of rules for 

disciplining local government units. 41 The recent 

Convergence Programme announced the reform of the 

provisioning system for the uniformed services and social 

security for farmers.  

The European Commission and the IMF suggest that the 

achievement of budgetary target in 2012 will require 

additional adjustment measures. Among the changes, the 

Fund proposes, i.a., the alignment of disability benefits 

with the pension formula, , as well as changes in the their 

indexation mechanism, reduction of tax expenditures and 

streamlining public administration employment . 

In 2010, the general government debt in Poland 

amounted to 55.0% of GDP against 50.9% in 2009. 

Within the horizon of the forecast presented in the latest 

Update of the Polish Convergence Programme it will be 

gradually decreased (to 50.8% of GDP in 201442), as a 

result of budgetary improvement and significant 

privatization receipts in 2011-2012. 

Forecasts  

In comparison with the projection of October 2010 

presented in the previous "Analysis of the economic 

situation in the countries of Central and Eastern Europe" 

in July 2011, the National Bank of Poland lowered 

economic growth projections for the next two years and 

at the same time increased the inflation forecast.  

The National Bank of Poland anticipates that a relatively 

rapid recovery in domestic demand, which used to boost 

growth in 2010, will be sustained also this year. 

According to European Commission forecasts published in 

                                                 
39Previously, it amounted to 7.3% of gross wage. Since May 
2010, it has been at 2.3%, and will gradually grow in 
subsequent years, to reach the target of 3.5% in 2017.  
40 The exception here are basic food products, with the tax rate 
of 5% as of 2011, as against 7% previously. Following 2013, 
this rate will be maintained.  
41 The new Public Finance Act of 2009 prohibits a current deficit 
(since 2011) and provides for individual debt ratios since 2014. 
42 According to the domestic methodology the ratio of public 
debt to GDP ï over the forecast horizon ï is expected to run 
lower than 50% (i .e. the 1st prudential threshold).  
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May 2011, economic growth in Poland will continue in 

2011 to be among the highest in the r egion. By contrast, 

in the years 2012-2013 the NBP anticipates a reduction in 

GDP growth in Poland. This decline will stem from the 

measures implemented to lower the public finance 

deficit, smaller absorption of EU transfers, reduced rate 

of consumption growth and the completion of the 

rebuilding of stocks.  

In 2011, despite relatively high growth of nominal wage 

bill, the growth in real disposable income of households 

will remain low, which will result from high CPI inflation 

and lower growth rate of socia l transfers in this period. 

Growth in private consumption this year will therefore be 

financed largely from a fall in the saving rate. In the 

years 2012-2013, despite a slowdown in consumption 

growth, it will remain a important contributor to GDP 

growth. A moderate growth in disposable income of 

households, including payroll fund (the limited effect of 

improving the situation in the labour market) will have a 

dampening impact on the growth in consumption during 

this period. 

After the reduction in 2010, the investment rate will 

increase slightly in the years 2011-2013. In 2011, most 

of investment growth will remain traceable to growth in 

expenditures in the public sector, financed in a 

substantial part from the inflow of EU structural funds. In 

the years 2012-2013 the absorption of EU funds and the 

expenditure of the public finance sector to co -finance it 

are likely to decrease, leading to a significant reduction in 

a growth of public investment. The increase in gross 

fixed capital formation will be supported,  especially since 

2012, by a growing corporate investment demand. A 

gradual increase in business investment will be 

encouraged by a growing capacity utilization and 

relatively low cost of ownership of capital.  

The consumer prices in 2011 will grow significantly faster 

than last year, fuelled by supply factors, like a rapid 

increase in food and energy prices and the change of 

VAT rates as of January 2011. It is expected that as of 

2012 Q2, inflation will decrease to a level close to the 

amount of the inflat ion target. The rate of inflation in the 

medium and long projection horizon will obtain an 

upward impact from rising labour costs. By contrast, 

moderate domestic demand and declining growth in 

global prices of agricultural raw materials and energy will 

suppress the growth of inflation.  

Both GDP and inflation forecasts are subject to risks, on 

the one hand due to the forecast strength of economic 

activity in countries that have the greatest impact on the 

Polish economy, on the other hand - changes in fiscal 

policy. In consequence of the excessive deficit procedure, 

whereby Poland has to reduce the public finance deficit 

below 3% in 2012, further adjustments may increase 

revenues and reduce expenditures in this sector in the 

years 2012-2013. 

 

 

Table 7.4 

Forecasts of main macroeconomic indicators (co to za January???) 

 
NBP EC OECD IMF 

07.2011 
(10.2010) 

05.2011 
(11.2010) 

05.2011 
(11.2010) 

04.2011 
(10.2010) 

GDP, in %, y/y  

2011 4,0 (4,3) 4,0 (3,49) 3,9 (4,0) 3,8 (3,7)  

2012 3,2 (4,2) 3,7 (4,2) 3,8 (4,3) 3,6 (3,9) 

2013 2,9   3,7 (4,2)  

Inflation, in %, y/y  

2011 4,0 (3,0) 3,8 (2,9) 4,2 (2,5) 4,1 (2,7) 

2012 2,7 (3,0) 3,2 (3,0) 3,1 (3,1) 2,9 (3,0) 

2013 2,4   2,6 (2,9)  

Current account balance, in % of GDP  

2011  -4,1 (-3,3) -4,5 (-3,2) -3,9 (-2,6) 

2012  -4,1 (-3,7) -4,8 (-3,8) -4,2 (-2,9) 

2013    -4,4 (-2,7) 

MNB ï Report on Inflation, National Bank of Hungary  
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Contribution to GDP growth (in pp, y/y)  

 

HICP and its components (in %, y/y)  

 

Retail sales (in %, y/y) and consumer sentiment index  

 

Industrial production (in %, y/y) and business sentiment index  

 
Current account and its components (in % of GDP, 4-quarter moving 

average) 

 

Financial account balance and its components (in % of GDP, 4-
quarter moving average) 

 
Unemployment rate (%) and employment growth rate (in %, y/y)  

 

General government debt and deficit (in % of GDP) 

 

Source: Eurostat, CSOs


